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April 8, 2002

Dear Shareowner,

I am very pleased to invite you to the 2002 Annual Meeting of Shareowners of Qwest Communications
International Inc. The meeting will be held in our offices at 4650 Lakehurst Court, Dublin, Ohio 43016, on
Tuesday, June 4, 2002, starting at 10:00 a.m. (local time). If you plan to attend the meeting in person, please
call 888-858-7914 or register online at www.qwest.com/shareholder2002 by June 3, 2002.

Important information about the matters to be acted upon at the meeting is included in the accompany-
ing notice and proxy statement.

Your vote is important. On behalf of your Board of Directors, I urge you to vote promptly by mail,
telephone or the Internet by following the instructions on the enclosed proxy card, even if you plan to attend
the meeting. Mailing your completed proxy card, or using our telephone or Internet voting systems will not
prevent you from voting in person at the meeting if you w1sh to do so.

We look forward to greeting you personally at the meetmg.,

Sincerely,
P
Mﬂ“‘&‘ —
I
i 3
A

{

Joseph P. Nacchio 3\

Chairman and Chief Executive Officer -*
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QWEST COMMUNICATIONS INTERNATIONAL INC.
1801 California Street
Denver, Colorado 80202

NOTICE OF ANNUAL MEETING OF SHAREOWNERS
TO BE HELD JUNE 4, 2002

To the Shareowners of Qwest Communications International Inc.:

The 2002 Annual Meeting of Shareowners of Qwest Communications International Inc., a Delaware
corporation, will be held in our offices at 4650 Lakehurst Court, Dublin, Ohio 43016, on Tuesday, June 4,
2002, starting at 10:00 a.m. (local time).

Only shareowners of record on April 7, 2002 are entitled to notice of and to vote at the meeting and at any
adjournment or postponement that may take place. At the meeting we plan to:

1. Elect five Class II directors to.the Board of Directors to hold office until the third succeeding
annual meeting after their election and until their successors are elected and qualified;

2. Vote on a shareowner proposal, if properly presented, requesting that we seek advance shareowner
approval of future or renewed severance arrangements with our executive officers that provide for more
generous pay-outs than to our other managers;

3. Vote on a shareowner proposal, if properly presented, requesting that we disregard the effects of
accounting rule income, particularly penswn credits, when determining performance-based compensation
for our executwe officers; and

4. Transact any other business that may properly come before the meeting or any adjournment or
postponement of the meeting.

Our Board of Directors recommends that you vote FOR the election of the Class II director nominees
named in this proxy statement (FOR Item 1) and AGAINST each of the shareowner proposals (AGAINST
Item 2 and Item 3).

We cordially invite you to attend the meeting. To ensure your representation at the meeting, please vote
promptly by mail, telephone or the Internet by following the instructions on the enclosed proxy card, even if
you plan to attend the meeting. Mailing your completed proxy card or using our telephone or Internet voting
systems will not prevent you from voting in person at the meeting if you wish to do so.

By Order of the Board of Directors

Wil s (.

Drake S. Tempest
Executive Vice President, General Counsel, Chief
Administrative Officer and Corporate Secretary

Denver, Colorado
April 8, 2002



QWEST COMMUNICATIONS INTERNATIONAL INC.
' 1801 California Street
_Denver, Colorado 80202

PROXY STATEMENT
Ge“neral‘ ' | o K

We are sending you this proxy statement as part of a solicitation. by-the Board of Directors of Qwest
Communications International Inc. for use at our 2002 Annual: Meeting of Shareowners. We will hold the
meeting in our offices at 4650 Lakehurst Court, Dublin, Ohio 43016, on Tuesday, June 4, 2002, starting at
10:00 a.m. (local time).

*We are mailing this proxy statement and accompanying proxy card on or about April 8, 2002 to all of our
shareowners entitled to vote at the meeting. Unless the context otherwise requires, the terms “us,” “we,”
“our” and “Company” include Qwest and its consolidated subsidiaries.

' QUESTIONS AND ANSWERS ABOUT THE PROXY MATERIALS.
} ~ AND THE MEETING '

Why am I receiving these materials?

The Board is providing these proxy materials
to you in connection with the Annual Meeting
~of Shareowners, which will take place on
June 4, 2002. As a shareowner on the record
“date for the meeting, you are invited to attend
.the meeting and are entitled to and requested
to vote on the matters described in this proxy
statement.

What information is contained in these
materials?

This proxy statement includes information on
the nominees for Class II directors and the
-other matters to be voted on at the meeting:
The proxy statement also includes informa-

. tion on the voting process and requlrements

the compensation of directors and some of our
executive officers, and certain other requ1red
information.

What can I vote on at the iheeting? '
There are three matters scheduled to be voted
on at the meeting:

(1) The election of five Class II directors to
" out Board, each of whom will serve for a
three-year term and until their successors

are elected and qualified.

(2) A shareowner proposal, if properly
presented, requesting that we seek ad-

vance shareowner approval of. future or
renewed severance arrangements with
our executive officers that provide for
more generous pay-outs than to-our other
managers. »

' _(3)<TA 'shareowner provpovsal, if “properly

presented, requesting that we disregard
the effects of accounting rule income,

. particularly pension credits, when deter-
mining performance-based compensation
for our executive officers.

How does the Board recommvend th‘a‘t I vote
on each of the matters? :

Our Board recommends that you vote your
shares FOR each of the Class 'I1 director

" nominees (FOR Item 1) and AGAINST the

two shareowner proposals (AGAINST Item 2

' and Item 3). .

‘What classes of shares areven‘ti;t.l'ed_ to be

voted?

Each share of our common stock outstanding

on April 7, 2002 (the “Record Date”), is
entitled to vote on all items being voted on at
the meeting. On the Record Date, we had
1,672,354,813 shares of common stock
outstanding. - ' ’ '




What shares can I vote?

You can vote all the shares that you owned on

the Record Date. These shares include:
(1) shares held directly in your name as the
shareowner of record, or if you are a current
or former employee of the Company, shares
held for your account pursuant to the Com-
pany’s 401 (k) or employee stock purchase

plans, and (2) shares held for you as the-

beneficial owner through a stockbroker bank
or other nominee.

What is the difference between holding
shares as a shareowner of record and as a
beneficial owner?

Most of our shareowners hold their shares
through a stockbroker, bank or othér nominee
rather than directly in their own name. As
summarized below, there are some distinc-
tions between shares held of record and those
owned beneﬁmally ‘

Shareowner of Record

If your shares are registered in your name
with our transfer agent, The Bank of New
- York, or if your shares are held in an account
pursuant to the Company’s 401(k) or em-
ployee stock purchase plans, you are consid-
ered a shareowner of record with respect to
those shares, and you- are receiving these
proxy materials directly from us. As the
shareowner of record, you have the right to
grant your voting proxy directly to us or to
vote in person at the meeting. We have en-
closed a proxy card for you to use.

Beneficial Owner

If your shares are held in a stock brokerage
account, by a bank or other nominee (com-
monly referred to as being held in “street
name”), you are considered to be the benefi-
cial owner of those shares, and these proxy
materials are being forwarded t6 you by your
broker, bank or nominee as the shareowner of

record. As the beneficial owner,.you have the °

right to ‘direct your broker, bank or other
nominee how.to vote your shares and are also
invited to attend the meeting. However, since
you are not the shareowner of record, you may
not vote your shares in person at the meeting
unless you obtain a signed proxy from the
record holder giving you the right to vote the
shares. Your broker or nominee has enclosed
or provided a voting instruction card for you

to use in directing the broker or nominee how
to vote your shares.

‘How do I vote?

There are three ways that you can vote:

(1) You can sign and date each proxy card
that you receive and return it in the
prepaid envelope that comes with the
“proxy card.

(2) You can vote through the Internet or
telephone voting systems, more fully de-
scribed on your proxy card.

(3) You can vote in person at the meeting.
Remember, however, if you are the bene-
ficial owner, and not the shareowner of
record, you must notify your broker,
bank or other nominee and obtain a =
signed proxy from the shareowner of re-
cord giving you the right to vote the
shares.

Can I change my 'vqte or revoke.m'y proxy?

Yes. You can revoke your proxy or change
any votes you cast using the telephone or
Internet voting systems. To do this, you must

" do one of the followmg before the votes are

cast at'the meeting: (1) deliver a written

- notice of your revocation to our Corporate
" Secretary” at our principal executive office,

1801 California Street, Denver, Colorado
80202, (2) execute and deliver a later dated
proxy, or (3} cast a later vote ‘using the
telephone or Internet voting systems. Alterna-
tlvely, you can attend the meeting and vote in

: person

What does it mean if I get more than one

- proxy card?
‘It- means that you hold shares registered in

more than one account. Sign and return all

_proxies or vote using the telephone-or Internet

voting system for each proxy card that'you get
to ensure that all of your shares are voted.

What is the quorum requirement for the
meeting? ’

For a “quorum” to exist at the meeting,
shareowners holding a majority of the votes

. entitled to be cast by. the shareowners entitled

to vote generally must be present in person or
represented by proxy at the meeting. There
must be a quorum for any action to be taken
at the meeting (other than adjournment or
postponement of the meeting). If you submit




.a properly executed proxy.card, even if you
.. abstain from voting, then your shares will be
* counted for purposes of determining the pres-

ence of a quorum. If a broker .indicates on a
proxy that it lacks discretionary authority as
to certain shares to vote on a particular mat-
ter, commonly referred to as “‘broker non-
votes,” those shares will still be counted for
purposes of determining the presence of a
quorum at the meeting. .- '

’What is the voting requ1rement to approve

each of the matters"

In the election-of directors, the five persons

. receiving the highest number of votes will be

elected. For each of the other matters, ap-
proval will require the affirmative vote of
shareowners holding a majority of those
shares present and entitled to vote on the
matter: If you are a beneficial owner and do
not provide the .shareowner of record with

~ voting instructions, your shares may consti-

tute broker non-votes (as described in the
answer to the prior question) with respect to
certain matters. In tabulating the voting result

“for any particular proposal; shares that consti-

tute broker non-votes are not considered as

\'belng ent1tled to vote on that proposal.

How can I vote on each of the matters?

In the. elecnon of directors, you may vote

" FOR all of the nominees, or your vote may be

WITHHELD with respect to one of more of

the nomlnees For the other matters, you may
_ vote FOR or AGAINST the matter; or you

may ' indicate ‘that you wish to ABSTAIN

. from voting on the matter. = .

How will the votes be counted?

-Your shares of .common Stook will be voted

according to your directions on the proxy card
or as you dlrect pursuant to. the telephone or

’ ‘Internet voting systems. If you sign your

proxy card or broker voting instruction card
with no further instructions, your shares will
be voted in accordance with the recommenda-
tions of our Board (FOR all Class II director
nominees named in the proxy statement and
AGAINST each of the shareowner propos-

als). If you ABSTAIN from voting on either .

of the shareowner proposals, it will have the
same effect as a vote AGAINST the proposal.
If you hold shares in the Company’s 401 (k)
plan, but do not return a proxy card or other-

wise vote by Internet, telephone or at the

meeting, the plan trustee will vote your shares.

.on each of the matters in the same proportion
-as the other shares held in the plan are voted,

or otherwise consistent with the trustee’s
judgment as to the best interests of the plan
part101pants If you hold shares in the Com-
pany’s employee stock purchase. plan, but do
not return a proxy card or otherwise vote by
Internet, telephone or at the meeting, the plan
administrator’ may vote your shares in its

" discretion.

~ Who will count the votes? :
 We have appointed The Bank of New York to

act as the inspector of élection for the meet-
ing. W¢ believe that The Bank of New York
will use procedures that are: consistent with
Delaware law concerning the voting of shares,
the determination ‘of the presence: of a quo-
rum and the determination of the outcome of

-each mattersubmitted for a vote. The Bank of

New York will 'separately tabulate all votes

‘'FOR and AGAINST each matter, all votes

» WITHHELD in the election of dlrectors all

abstentlons and all broker non-votes.

R Whov can attend the meeting? -

"':"‘ All shareowners as of the Record Date can

atténd. "One cut-out admiission ticket is in-
¢luded at the top of each proxy card delivered

' - to’ shareowners of record, which you must
" bring with you to be admitted to the meeting.

If you are a sharcowner of record and you
forget to bring an adrhission ticket, you will be
admitted to the meeting only if you are listed

asa shareowner of record on the Record Date
and bring proof of identification. If you hold

your: shares thfough a stockbroker, bank or

-.other nominee,, you will need to bring the

admission ticket provided on' the voting in-
struction card or you will need.to provide

A proof of 1dent1ﬁcat10n and proof of ownership

by bnnglng a copy of a brokerage or bank

statement showing your share ownership as of

" the Record Date.

How will voting on any other business be
conducted?

We do not expect any matters to be presented
for a vote at the meeting, other than the three
matters described in the proxy statement. If
you grant a proxy, the officer named as proxy
holder, Yash A. Rana, or his nominee or
substitute, will have the discretion to vote
your shares on any additional matters that are




properly presented for a vote at the meeting.
If, for any unforeseen reason, any of our
nominees is not available as a candidate for
Class II director, the person named as the
proxy holder will vote your proxy for another
candidate or other candidates nominated by
our Board.

"May I propose actions for consideration at
next year’s meeting of shareowners?

Yes. For your proposal to be considered for
inclusion in our proxy statement for next
year’s meeting, we must receive your written
proposal no later than December 9, 2002. If
we change the date of next year's meeting: by
more than 30 days from the date of this year’s
meeting, then the deadline is a reasonable
time before we begin to print and mail our
proxy materials. You should also be aware
‘that your proposal must comply with Securi-
. ties and Exchange Commission regulations
regarding inclusion of shareowner proposals in
company-sponsored proxy materials. Simi-
larly, in order for you to raise a proposal
(including a director nomination) from the
floor during next year’s meeting, we must
receive a written notice of the proposal no
later than December 9, 2002 and it must
contain the additional information reqmred by
our Bylaws If we change the date. of next
_ year’s meeting by more than 30 days from the
date contemplated at this year’s meeting, then
we must receive your written proposal at least
150 days before the date of next year's meet-
ing in order for the proposal to be timely. You
may obtain a complete copy of our Bylaws by
submlttmg a written request to our Corporate
Secretary at our principal executive office.

Can I receive next year’s meeting proxy state-
- ment and Annual Report online?

Yes. Our proxy statement and Annual Report
will be available online to shareowners of
record who elect to view them on the Internet
by marking the appropriate box on the at-

tached proxy card or following the telephone
instructions or instructions on the Internet, if
you choose to vote by phone or the Internet.
Choosing this option will save our Company
the cost of producing and mailing these docu-
ments. [f you choose this option, you will
receive a proxy card in the mail next year with
instructions containing the Internet address

- where the proxy statement and- Annual Re-

port are located. If you select to view the
proxy statement and Annual Report on the

"Internet, we will not mail you paper copies of

these documents next year. If you hold your
shares through a bank, broker or other nomi-
nee, please refer to the information provided
by that entity for instructions on how. to elect
to view future proxy statements and Annual
Reports over the Internet. You do not have to
elect Internet access each year. Rather, your
choice will remain in effect until you contact
the Investor Relations department at The

- Bank of New York at 8§77-268-2263 or by

mail at 101 Barclay Street, Floor 12 East,
New York, New York 10286.

Who is paying for this proxy solicitat‘ivon?

We will pay the cost of soliciting the proxies.
We have also hired Georgeson Shareholder
Communications, Inc, to assist us in the solic-
itation of proxies. We will pay Georgeson
$22,000 plus expenses. In addition, the solici-
tation of proxies or votes may be made in
person, by telephone, or by electronic com-
munication by officers, directors and regular

“employees, who will not be paid any addi-

tional compensation’for such activities. We
will send copies of the solicitation material to
brokers, fiduciaries and .custodians who will
forward the material to the beneficial owners
of our shares. On request, we will reimburse
brokers and other persons representing benefi-
cial “owrers of shares for their reasonable
expenses in forwarding solicitation matenal to
such bencﬁcml OWners.




+ BENEFICIAL OWNERSHIP OF‘SHARES OF COMMON STOCK

The following .table sets forth certain information regardmg the beneficial ownersh1p of our shares of

common stock as of March 1, 2002 by:

., each person known by us to beneﬁc1ally own more than five percent of our common-stock;
. each dlrector and nominee for director;

+ each of the executive officers named in the Summary Compensatlon Table on page 16 of this proxy
- statement; and

o all current- directors and executive officers as a group. - .

Amount and Nature of Percent of -

Name - " : Address for 5% Owners + Beneficial Ownership (1) Qutstanding Shares(2)
Ph1hp F. Anschutz .......... .. ~ 555 Seventeenth. Street. 301,220,004 (3) 18.1%
: C Denver, CO- 80202 a R S
FMR Corp T P 82 Devonshiré Street- 105,959,593 (4) 6.4%
- "Boston,MA 02109 R
Joseph P. Nacchio ........... PR — S 9,708,568(5) *
Linda G, Alvarado ............. . ) ' - 53918(6) *
Craig R. Barrett ........ e o ‘ - 77,406(7) *,
‘Hank Brown... .. e e P o L . 49,610(8) *
Thomas J. Donohue .. ...........° C 5,774(9) *
Shaun P. Gilmore .. ........... . . B - . 327,500(10) *
Jordan L. Haines....... e : o 17,657(11) *
Cannon Y. Harvey .............. : - 76,150(12) *
Peter S. Hellman ............. .. ' ; 55,646(13) . *
Clifford S. Holtz ............. . . - 92,500(14) . *
Vinod Khosla................. . , o 1,994(15) *
Afshin Mohebbi ......... e o A ’ 1,340,000(16) *
Marilyn Carlson Nelson .......... ' : . " 79:857(17) *
Frank P. Popoff ............... L 192,165(18) *
CraigD. Slater. ................. ‘ 0 120,150(19) ke
James A. Smith................. o © 0 518,317(20) *
W. Thomas Stephens ........ el T . . oo 15,559(21) *
Robin R. Szeliga................ ‘ : : - . 436,226(22) *
Drake S. Tempest .. ............. : Co - 483,147(23) .
Directors and Executive Officers as . o 314,777,560(24) 19.0%

a Group (20 persons) ..........

*

 Less than one percent.

(1) The number of shares beneficially owned by each entity, person, director or named executive officer is determined under rules of the

Securities and Exchange Commission, and the information is not necessarily indicative of beneficial -ownership for any. other
purpose. Under such rules, each entity or individual is considered the beneficial owner of any shares as to which they have the sole
or shared votmg power or investment power. Such persons are also deemed under the same. rules to beneficially own any shares that
they have the right to acquire by April 30, 2002, through the exercise of stock options or other similar rights. The amounts shown
also include, where applicable, shares of restricted stock and shares of stock held for-the account of each person pursuant to the
Company’s 401 (k) and employee stock purchase plans. Unless otherwise indicated, each person has sole investment and voting
power (or, under applicable marital property laws, shares such powers with his or her spouse) with respect to the shares set forth in
the table above. Figures do not include phantom equity units that we credit to accounts for our non-employee directors, based on
their election to defer their director’s fees earned in a given year. As of March 1, 2002, the following phantom equity units had been
credited to accounts for our non-employee directors: (a) Ms. Alvarado, 27,140.43; (b) Mr. Barrett, 22, 401.21; (¢) Mr. Brown,
24,853.59; (d) Mr. Donahue, 4,381.88; (¢) Mr. Haines, 6, 294. 96, (f) Mr. Harvey, 4,080.09; (g) Mr. Hellman, 27,328.12;
(h) Mr. KHosla, 3,430.49; (i) Ms. Nelson, 43, 081.16; (j) Mr. Popoff, 27,711. 24 (k) Mr. Slater, 4,979.49; and (1) Mr. Stephens,
5,595.85. Each phantom equity unit represents a value equivalent to one share of our common stock. The figure for Mr. Smith also



does not include 1,418:04 phantom equity units held by Mr. Srhi_th pursuant to the former U S WEST Deferred Compensation
Plan.

(2) Owrership percentage is reported based upon 1,660,774,789 shares of common stock issued and outstanding as of March 1, 2002,
plus, as to the holder thereof only and no other person, the number of shares (if any) . that the person has the right to acquire by
April 30, 2002, through the exercise of stock options or other similar rights. .

(3) Includes: (a) 284,000,000 . shares . owned by Anschutz Company, a corporation’ wholly owned 'by. Mr. ~Anschutz,
(b) 17,200,000 shares held by Anschutz Family Investment Company LLC, of which Anschutz Company is the manager and a-one
percent equity owner, and (c) 20,000 shares held as custodian for Mr. Anschutz’s children. Mr. Anschutz disclaims beneficial
ownership of the 20,000 shares. Of the shares owned by Anschutz Company, 6,075,000 are subject to forward sale contracts

pursuant to which Anschutz Company holds no investment control but could, under certain circumstances, reacqiire voting power.

~—

(4) Beneficial ownership information is based on information contained in a report on Schedule 13G that FMR Corp. filed with the
SEC on February 14, 2002 on behalf of itself and affiliated persons and entities. The schedule contains the following information
regarding beneficial ownership of the shares: (a) Fidelity Management & Research Company (a wholly owned subsidiary of FMR

. Corp.) is the beneficial owner of 96,799,883 shares. Edward C. Johnson I, FMR Corp. and the Fidelity Funds each has sole power
to dispose-of the shares. Neither Edward C. Johnson III nor FMR Corp. has the scle power to vote or direct the voting of the shares
owned by the Fidelity Funds; such shares are voted by the Board of Trustees for the Fidelity Funds; (b) Fidelity Management Trust
Company (a wholly owned subsidiary of FMR Corp.) is the beneficial owner of 6,108,048 shares. Edward C. Johnson III .and
FMR Corp. each has sole power to dispose of the shares, sole power to vote or direct the voting of 5,361,943 shares and no power to
vote or direct the voting of 746,105 shares; (c) Strategic Advisers, Inc. (a wholly owned subsidiary of FMR Corp.) is the beneficial
owner of 13,826 shares. It has the sole power to dispose of the shares, but it does not have sole power to vote or direct the voting of
the shares; and (d) Fidelity International Limited (a subsidiary of FMR Corp.) is the beneficial owner of 3 037,800 shares It has
sole power to dispose of the shares and sole power to vote or direct the voting of the shares.

(5) Includes: (a) 9,140,902 shares subject to options that are exercisable on or before April 30, 2002, (b) 3,200 shares owned by or for
the benefit of Mr. Nacchio’s children, and (c) 90,000 shares held by the Nacchio Family Limited Partnership, 'of which
Mr. Nacchio and his spouse each own a 1% general partnership interest and the remaining 98% is held in trust for Mr. Nacchio’s
children. Mr. Nacchio disclaims beneficial ownership of the 3,200 shares owned by or for the benefit of his children.

6
(7
(8
(9) Includes 4,000 shares subject to options that are exercisable on or before April 30, 2002.

Includes 52,880 shares 'subject to options that are exercisable on or before April 30, 2002.

~—

Includes 52,880 shares subject to options that are exercisable on or before April 30, 2002.

~—

Includes 42,880 shares subject 'to options that are exercisable on or before April 30, 2002. ' S

~—

(10) Includes 227,500 shares subject to options that are exercisable on or before April 30, 2002,
(11) Includes 1,000 shares subject to options that are exercisable on or before April 30, 2002.
(12) Includes 51,150 shares sﬁbject to options that are exercisable on or before April 30, 2002.
’(13) Includes 52,880 shares subject to options that are exercisable on or before April 30, 2002.
(14) Includes 87,500 shares subject to options that are exercisable on or before April 30, 2002.
(15) Includes 1,000 shares subject to. options that are exercisable on or before April 30, 2002.
(16) Includes 1,290,000 shares subject to options that are exercisable on or before April 30, 2002.

(17) Includes 73,632 shares subject to options that are exercisable on or before April 30, 2002. The amount does not, however, include
48 shares held by Ms. Nelson’s spouse for which she disclaims beneficial ownership. :

(18) Includes: (a) 20,000 shares owned as trustee for the Frank D. Popoff Revocable Living Trust, and (b) 58,068 shares sub]ect to
options that are exercisable on or before April 30, 2002. : .

(19) Includes 96,150 shares subject to options that are exercisable on or before April 30, 2002

(20) Includes 460,091 shares subject to options that are exercisable on or before April 30, 2002,

(21) Includes 1,000 shares subJect to options that are exercisable on or before Aprll 30, 2002.

(22) Includes 336,000 shares subject to options that are excrctsable on or before April 30, 2002.

(23) Includes 280,000 shares subject to options that are exercisable on or before. April 30, 2002. . "

(24) Includes 12,309, 513 shares subject to options that are exerc1sab1e on or before April 30, 2002 by the dlrectors and exccutlve officers
o as a group.

‘BOARD OF DIRECTORS

Meetmgs and Commlttees

The Board held eight meetmgs dunng 2001 Each of our directors attended more than 75% of the total
number of meetings of the Board and of each committee of which the director is a member.
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Audit Committee. We estabhshed an Audit Commmee in May 1997 Under 1ts current charter, the Audit
Committee: . o : o . . \

+ monitors our Company’s financial reporting and internal c'ontrol system;
. makes recommendatrons concemrng the engagement of independent pubhc accountants;

s Teviews w1th our management and the independent public accountants ‘the plans for and scope of, the
- audit procedures to be utilized and results of audits; . L . .

_» provides a means of communlcatlon among the 1ndependent public accountants ﬁnancral and senlor
management, the internal audltmg department and the Board;

+ oversees the relatronshrp with the independent public accountants and ensures that the independent
public accountants are ultlmately accountable to the Board and the Audlt Comm1ttee as representa-
‘ trves of the shareowners

s+ approves, reviews and appraises the professional services prov1ded by the 1ndependent public
accountants;

» reviews and appraises the adequacy and effectiveness of our internal accounting controls; and

. performs any other duties and functlons requlred by any organrzatmn under whlch our securmes may
be listed.

‘Our Audit Committee consists of Linda G. Alvarado, Jordan L. Haines, Peter S. 'Hellm.an and
W..Thomas Stephens (Chairman). The Audlt Comm1ttee met eleven times and acted once by unammous
written consent during 2001.

Compensation Commzttee We established a Compensatlon Committee in May 1997. Under its current
charter ‘the Compensatlon Commlttee

te determmes the salaries, cash bonuses and fringe’ beneﬁts of our execut1ve ol’ﬁcers

-

.« reviews our salary admlnlstrauon and beneﬁt policies; and

+ administers the Equity Incentive Plan the Employee Stock Purchase Plan the Growth Share Plan and
any of our other similar plans.

Our Compensation Commlttee consists of Philip F. Anschutz Thomas J. Donohue, Jordan L. Haines,
Marilyn 'Carlson Nelson, Frank. P. Popoff (Chairman) and Craig D. Slater. Messts. Haines and Popoff
(Chairman) act as a-separate subcommittee of the Compensation Committée that generally considers matters
relating to compensation and perquisites of the employees and directors of our Company that are referred or
delegated to it by the Compensation Committee, and to act on behalf of,.cr, if appropriate, make
recommendations to the Board-under the Equity Incentive Plan or any of our other similar plans The
Compensation Committee and the subcommittee met seven times during 2001.

Executive Committee. We established an Executive Committee in February 1999 to exercise all the
powers and authority of the Board in the management of our Company, except as prohibited by the Delaware
General Corporation Law. Philip F. Anschutz (Chairman), Joseph P. Nacchio, Craig R. Barrett, Hank
Brown, Frank P. Popoff and Craig D. Slater make up our Executive Committee. The Executive Committee
met one time and acted once by unanimous written ‘consent durmg 2001

Finance Commzttee We estabhshed a Flnance Committee in January 2002 Hank Brown, Jordan L.
Haines, Cannon Y. Harvey, Frank P. Popoff and Craig D. Slater (Chairman) are the members of the Finance
Committee. The purpose of the Finance Comimittee is to review and evaluate the.Company’s financial needs,
to approve the issuance of debt and equity securities, and to oversee the administration of the Company’s trust
funds. The Finance Committee is to make recommendatlons to the Board and management regardmg
financial policies and objectives. ' : :



Nominating Committee. We established a Nominating Committee in July 2000. Philip F. Anschutz,
Hank Brown, Thomas J. Donohue, Jordan L. Haines, Cannon Y. Harvey (Chairman) and Marilyn Carlson
Nelson are the members of the Nominating Committee. The Nominating Committee did not meet in 2001.
The Nominating Committee will consider nominees recommended by our shareowners. Any shareowner
wishing to propose a nominee for consideration by the Nominating Committee should submit a recommenda-
tion in writing to our Corporate Secretary at our principal executive office, indicating the nominee’s
qualifications and other relevant biographical information and providing confirmation of the nominee’s consent
to serve as a director. Nevertheless, because of the current manner by which we nominate directors as
described on page 9 of this proxy statement (see “Merger”), the Nominating Committee expects that for the
foreseeable future, the Board will be able to select a full slate of nominees to fill any vacant Board seats.

Technology Review Committee. We established a Technology Review Commlttee in June 2000. Jo-
seph P. Nacchio (Chairman), Craig R. Barrett and Vinod Khosla are the members of the Technology Review
Committee. The purpose of the Technology Review Committee is to review and consider advances in
technology and to maximize efficiency in the Company’s business. The Technology Review Committee did
not meet in 2001.

Director Compensation

Directors who are officers or employees of our Company do not receive compensation for their Board
service. Mr. Nacchio is the only director who is also an officer or employee of the Company.

Each director who is neither an officer nor an employee of our Company is paid $30,000 per year for
serving as a director and $2,000 for each meetingof the Board or any committee meeting attended, so long as
the director serves on such committee. The chalrman of each committee is also pald an additional $5, 000
annually, in quarterly installments.

Directors may elect, on a quarterly basis, to receive their directors’ fees in cash or our shares of common
stock under the Qwest Communications International Inc. Equity Compensation Plan for Non-Employee
Directors. In addition, directors may elect to defer their directors’ fees for the upcoming year pursuant to the
Qwest Communications International Inc. Deferred Compensation Plan for Non-Employee Directors. A
director’s election to defer fees must be made within 30 days of the director’s appointment to the Board (with
respect to fees not yet earned) and thereafter either on an annual basis in the calendar year before.the director
earns the fees or three months before the director’s fees would be payable if all of the directors elect to defer
their fees. We match 50% of any fees deferred. As the fees would have been payable, we credit the director’s
account with “phantom units™ which are held in a notational account. Each phantom unit represents,a value
equivalent to one share of our common stock and is subject to adjustment for dividends payable to our
shareowners as well as stock splits, consolidations and the like that affect our shares of common stock
outstanding. The account is ultimately distributed at the time elected by the director or at the end of the plan
and is paid (at the director’s election) either in: (1) a lump-sum cash payment, (2) periodic cash payments
up to 10 years, or (3) some other form selected by the Executive Vice President-Human Resources (or his or
her designee).

In addition to cash compensation, each year we grant stock options covering 5,000 shares of our common
stock to each of our non-employee directors. We also grant to each newly appointed, non-employee director a
stock option covering 20,000 shares of our common stock concurrent with his or her appointment to the Board.
On December 5, 2001, we granted options covering 5,000 shares of our common stock to Linda G. Alvarado,
Craig R. Barrett, Hank Brown, Thomas J. Donohue, Jordan L. Haines, Cannon Y. Harvey, Peter S. Hellman,
Vinod Khosla, Marilyn Carlson Nelson, Frank P. Popoff, Craig D. Slater and W. ‘Thomas Stephens. The
exercise price for each of these options is $16.81.

All options granted to our directors have an exercise prlce set by the Compensation Commlttee or
subcommittee, as applicable, and vest over five years at 20% per year. The options will terminate: (1) if not
exercised by the tenth anniversary of the date they were granted, or (2} to the extent not vested, on the
director’s removal or resignation from the Board. Generally, upon a change in control as described on
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page 20 of this proxy statement (see “Employment Contracts and Termination of Employment and
Change-in-Control Arrangements™), the options will fully vest,

Merger with U S WEST

On June 30, 2000, we completed our acquisition (the “Merger”) of U S WEST, Inc. (“U S WEST”).
Following the Merger, seven directors of the Board remained (the “Continuing Directors”) and seven
directors of U S WEST were appointed (the “New Directors”) to our Board. We expect that until June 30,
2003, the Continuing Directors and the New Directors will each have the right to nominate their successors as
directors of the Company. We expect that a nominee named by the group of directors of which the vacating
director was a member will fill any vacancy created on the Board until June 30, 2003. We expect that until
June 30, 2003, each committee and subcommittee of the Board will be comprised of an equal number of
Continuing Directors and New Directors. ‘

PROPOSAL NO. 1
FLECTION OF CLASS II DIRECTORS

Our Board consists of 14 directors and is divided into three classes: five Class I directors, five Class II
directors and four Class III directors. Thcl term for each class of directors expires at successive meetings. We
have nominated the following five persons to serve as our Class II directors: (1) Linda G.-Alvarado,
(2) Craig R. Barrett, (3) Cannon Y. Harvey, (4) Craig D. Slater, and (5) W. Thomas Stephens. If elected,
the term for the Class II directors will be three years and will expire at our Annual Meeting in the year 2005.
Each nominee for Class 11 director named above will, if elected, continue in office for the director’s designated
term and until the director’s successor has been duly elected and qualified, or until the earlier of the director’s
death, resignation or retirement.

The person named in the proxy card and the telephone and Internet voting systems intends to vote your
shares FOR the election of the five nominees for Class II director named above, unless you indicate on your
proxy card or in the telephone or Internet voting systems that your vote should be WITHHELD for one or
more of the nominees. Each of the nominees has consented to be named as a nominee in this proxy statement,
and we expect that each of the nominees for Class II directors named above will be able to serve if elected. If
any nominee is unavailable for election, the person named in the proxy card, or his nominee or substitute, will
vote your shares FOR the election of a substitute nominee proposed by the Board.



Below, you can find the principal occupation and other information about the Class IT directors and each
of the other directors whose term of office will continue after the meeting.

Board of Directors

Year Began as Year Term

_Na_in_g . Age(1) Position Director Expires(2)
Philip F. Anschutz(4)(6)(8) ................. 62 Class III Director 1993 2003
Joseph P. Nacchio(6)(9) ............. e 52 Class II1 Director 1997 2003
Linda G. Alvarado(3) .......... e 50 Class 11 Director 2000 2002
Craig R. Barrett(6)(9) ...................... 62, Class 1I Director 2000 2002
Hank Brown(6)(7)(8) ...................... 62 Class 1II Director 2000 2003
Thomas J. Donohue(4)(8) ................... 63 Class 1 Director 2001 2004
Jordan L. Haines(3)(4)(5)(7)(8) ..... L 74 Class I Director 1997 2004
Cannon Y. Harvey(7)(8) .................... 61 Class 11 Director 1996 2002
Peter S. Hellman(3) ............ e 52 Class I Director 2000 2004
Vinod Khosta(9) ................. ... ... 47 Class I Director 1998 2004
Marilyn Carlson Nelson(4)(8)...... PP 62 Class T Director 2000 2004
Frank P. Popoff(4) (5)(6)(7) ................ 66 Class II1 Director 2000 2003
Craig D. Slater(4) (6)(7) ... .. 44 Class II Director 1996 2002
W. Thomas Stephens(3) ..................... 59 Class II Director . 1997 2002

(1) As of February 28, 2002.

(2) The current term of the Class IT Directors expires at the Annual Meeting. The term for persons elected at the Annual Meeting as
Class II Directors will expire in 2005. :

3) Member of the Audit Committee. W. Thomas Stephens is the Chairman of the Audit Committee.

(4) Member of the Compensation Committee. Frank P. Popoff is the Chairman of the Compensation Committee.

(5) Member of the' Subcommittee of the Compensation Committee. Frank P. Popoff is the Chairman of the Subcommittee of the
Compensation Committee. . : oo

(6) Member of the Executive Committee. Philip F. Anschutz is the Chairman of the' Executive Committee.

(7) Member of the Finance Committee. Craig D. Slater is the Chairman of the Finance Committee.

(8) Member of the Nominating Committee. Carinon Y. Harvey is the Chairman of the Nominating Committee.

(9) Member of the Technology Review Committee. Joseph P. Nacchio is the Chairman of the Technology Review Committee.

Philip F. Anschutz is Qwest’s founder and has served as Chairman of the Board since 1993. He has been
a director and Chairman of the Board of Anschutz Company, our principal shareowner, for more than five
years. Mr. Anschutz is the Vice Chairman and & director of Union Pacific Corporation and a director of Forest
Oil Corporation. Mr. Anschutz holds a bachelor’s degree in business from the University of Kansas.

Joseph P. Nacchio has been our Chairman and Chief Executive Officer since April 1999. From January
1997 to April 1999, he was our President and Chief Executive Officer and a director. Mr. Nacchio has also
served as the Chairman and as a member of the Supervisory Board of our affiliate KPNQwest N.V. since
1999. Mr. Nacchio is the Chairman of the National Security Telecommunications Advisory Committee, a
group of business leaders that provides advice on security and emergency preparedness issues to President
George W. Bush. He is also the Chairman of the Federal Communication Commission’s Network Reliability
and Interoperability Council, which advises the FCC on the safety and reliability of Internet, data and voice
networks. Before joining us, Mr. Nacchio held several positions with AT&T from 1970 through 1996,
including, most recently, Executive Vice President of AT&T’s Consumer and Small Business Division starting
in January 1996, where he was responsible for marketing and sales targeted at all consumers and small
businesses in the United States. He also won the Malcolm Baldrige National Quality Award for Excellence.
Mr. Nacchio earned a bachelor’s degree in electrical engineering and an M.B.A. from New York University.
Mr. Nacchio also earned a master’s degree in management from the Massachusetts Institute of Technology in
the Sloan Fellows Program.
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 Linda G. Alvarado has been President and Chief Executive Officer of Alvarado Construction, Inc. since
1978. Ms. Alvarado currently serves as a -director of 3M Company, Pepsi Bottling Group, Lennox
International and Pitney Bowes, Inc. She previously served as a director of U S-WEST from 1998 until the
Merger. Ms. Alvarado earned a bachelor s degree from Pomona College :

Craig R. Barrett has been Chief Execunve Officer of Intel Corporatlon since 1998 and a member of the
Intel board of dlrectors since 1992. Mr. Barrett held various senior executive positions at Intel from 1984 to
1998, including Executive Vice President and Chief Operating Oﬁ‘icer from 1993 to 1997. Mr. Barrett held
various technology, engineering and manufacturmg management posmons with Intel from 1974 to 1984.
Mr. Barrett was a professor of engineering at Stanford University from 1965 to 1974. He previously served as a
director of U S WEST from 1998 until the Merger. Mr. Barrett earned a bachelor’s degree, master’s degree
and a Ph.D. (all in materials science) from: Stanford Umver51ty and is-a member of the Natlonal Academy of
Engineering. : C

Hank Brown has served as the Pres1dent of ‘the Unlversny of Northern Colorado since 1998. From 1997
to 1998, Mr.. Brown was the Director of the Center for Public Policy for the University of Denver. Mr. Brown
was the United States Senator for the State of Colorado from 1991 to 1997 and a United States Congressman
for the State of Colorado from 1981 to 1991. He is a director of Alaris Medical Corporation, Sealed Air
Corporation and StarTek, Inc. He previously served as a director of U'S WEST from 1998 until the Merger.
Mr. Brown earned a bachelor's degree in accounting from the University of Colorado, a J.D. from the
Un1vers1ty of Colorado Law School, and an LL.M. degree from George Washington Un1vers1ty

. Thomas .J. Donohue has been the Presxdent and Chief Executive Officer of the U.S, Chamber of
Commerce in Washmgton D.C. since 1997. He was President and Chief Executive Officer of the American
Trucking Association from 1984 to 1997, an executive with the U.S. Postal Service from 1969, to 1976 and
Fairfield University from 1967 to 1969. Mr. Donohue earned a bachelor 8 degree from St. John’s University
and an M.B. A from Adelphl University.©

Jordan L Hames -was the Pre51dent Chalrman and Chlef Executive Ofﬁcer of Fourth Financial
Corporation, a Kansas-based bank holding company, and its subSIdlary, ‘Bank IV Wichita, N.A., from 1968
until 1991. Mr. Haines retired from Fourth Financial Corporation in 1991. Mr. Haines earned a bachelor’s
degree and a J.D. from the University of Kansas.

‘Cannon Y. Harvey ‘has been President and Chief’ Operatmg Officer of Anschutz Company and The
Anschutz Corporation since December 1996. From February 1995 until September 1996 he served as
Executive Vice President, Finance and Law of Southern Pacific. From March 1989 to February 1995 he held
several senior positions at Southern Pacific, including as General Counsel. Before joining Southern Pacific,
Mr. Harvey was a partner in the law firm of Holme Roberts & Owen LLP for-more than 20 years. Mr. Harvey
earned a bachelor’s degree from the University. of Missouri. He also earned a master’s degree from Harvard
University and an LL.B. degree from Harvard Law School.

Peter S. Hellman has been the Chief Financial and Administrative Officer of Nordson Corp., a designer,
manufacturer and marketer of industrial equipment, since 2000 and a director of this entity since 2001.
Mr. Hellman was the President and Chief Operating Officer of TRW, Inc. from 1995 to 1999, the Assistant
President of TRW from 1994 to 1995, and Chief Financial Officer and a director of TRW from 1991 to 1994.
Mr. Hellman held a variety of positions with BP America from 1979 to 1989 and The Irving Trust Company
from 1972 to 1979. He previously served as a director of U S WEST from 1998 until the Merger. Mr. Hellman
earned a bachelor’s degree from Hobart College and an M.B.A. from Case Western Reserve University.

Vinod Khosla was a co-founder of Daisy Systems and founding Chief Executive Officer of Sun
Microsystems, where he pioneered open systems and commercial RISC processors. Mr. Khosla has also been
a general partner of the venture capital firm Kleiner Perkins Caufield & Byers since 1986. He serves on the
board of directors of Juniper Networks, Inc. and RedBack Networks Inc., as well as several private companies.
Mr. Khosla is an electrical engineering graduate of the Indian Institute of Technology in New Delhi, and
holds a master’s degree in biomedical engineering from Camegle Mellon University and an M.B.A. from the
Stanford Graduate School of Business.
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Marilyn Carison Nelson has been Chairman, President and Chief Executive Officer of Carlson
Companies, Inc., since 1998 and Vice Chair of Carlson Holdings, Inc. and Carlson Wagonlit Travel from 1991
to 1998. Since joining Carlson Companies in 1989, Ms. Nelson. has held various positions with Carlson
Companies including Director, Chief Operating Officer and Senior Vice President of Carlson Holdings, Inc.
Ms. Nelson serves on the board of directors of Exxon Corporation and Carlson Companies, Inc. Ms. Nelson is
a Memiber of the Council of the World Economic Forum and the World Travel and Tourism Council, Chair of
the Travel Industry Association ‘of America and Advisory Board Member of the Curtis L. Carlson School of
Management, at the University of Minnesota. She previously served as a director of U S WEST from 1998
until the Merger. Ms. Nelson is the recipient of numerous awards, including three honorary doctorate degrees.
Ms. Nelson earned a bachelor’s degree in international economics.

Frank P. -Popoff-was Chairman of The Dow Chemical Company from 1992 until h1s retirement in
October 2000. From 1989 to 1995, Mr. Popoff served as the Chief Executive Officer of Dow. Mr. Popoff
currently serves as a director of American Express Company, Chemical Financial Corporation, Shin-Etsu
Chemical Co. Ltd. and Unitéed Technologies Corporation. He previously served as a director of U S WEST
from 1998 until the Merger. Mr. Popoff earned a bachelor s degree in chemistry and an M.B.A. from Indiana
Umversny

Craig D. Slater has been Pre31dent of Anschutz Investment Company since August 1997 and Executive
Vice President of Anschutz Company and The Anschutz Corporation since August 1995. Mr. Slater served as
Corporate Secretary of Anschutz Company and The Anschutz Corporation from September 1991 to October
1996 and held various other positions with those companies from 1988 to 1995. He is a director of Forest Oil
Corporatlon Mr. Slater ‘earnied a bachelor’s degree in accounting from the University of Colorado-Boulder, a
master’s degree in tax from the University of Denver and a master s-degree in finance from the Unlver51ty of
Colorado Denver.

W. Thomas Stepkezzs served as Pre51dent Chief Executwe Officer and a director of MacMillan Bloedel
Limited, Canada’s largest forest products company, from 1996 to 1999. He served from 1986 until his
retirement in 1996 as President and Chief Executive Officer of Manville Corporation, an international
manufacturing and resources company. He' also served as a member of the Manville Corporation board of
directors from 1986 to 1996, and served as Chairman of the Board from 1990 to 1996. Mr. Stephens is a
director of Trans Canada Pipelines, Norske Skog Canada Ltd., The Putnam Funds, Mail-Well, Inc., and Xcel
Energy Inc. Mr. Stephens earned .a bachelor’s and a masters degree in industrial engineering from the
University of Arkansas.

Recommendation of our Board r(')f Directors

Our Board recommends that you vote FOR each of the nominees named above for Class II Director.
Proxies will be voted FOR each of the nominees named above for Class II Director unless you otherw1se
specify on your proxy card or through the telephone or Internet voting systems. - :
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EXECUTIVE OFFICERS AND MANAGEMENT

The following is a hst of our executive officers, followed by their b10graph1cal information (other than
Mr. Nacchio, whose biographical information appears on page 10 of this proxy statement)

‘Name ' Age(l) ’ Posmon
. Joseph P. Nacchio .................... . ,52 Chalrman and Chlef Executlvc Ofﬁcer
~ Afshin Mbhebbi . L0038 President and Chief Operating Officer
Shaun P. Gilmore .................... . 47 Executive Vice President, Global Business
o ‘ . - Accounts
Clifford S. Holtz . . ........... [ 42  Executive Vice Pres1dent Natlonal
‘ S Business Accounts
James A. Smith ...................... 49 Executive Vice President, National
: : ' Consumer Markets:
Robin R. Szeliga................... o 41 Executive Vice President, Finance and
' o oo ‘ S : - Chief Financial Officer B

"Drake S. Tempest.........covvviunn... 48 . Executive Vice President, General
S ' : ) ‘Counsel, Chief Administrative Officer
and Corporate Secretary

(1) Asof February 28, 2002.

Afshin Mohebbi has been our President and Chief Operating Officer since April of 2001. From June 2000
to April 2001, he was President, Worldwide Operations, and from May 1999 to June 2000, he served as
President and Chief Operating Officer of Qwest. Before joining us, he had been the President and Managing
Director of British Telecommunications since 1997, where he was responsible for its business division and its
United Kingdom operations. From 1983 to 1997, he held various positions at Paciﬁ‘cq""_Bell and SBC
Corporation, following its acquisition of Pacific Bell. Mr. Mohebbi is on the board of diréctors of KPMG
Consulting Inc. and is a member of the Denver Chamber of Commerce. Mr. Mohebbi earned a bachelor’s
‘degree in electrical engineering and an M.B.A. (graduating as a dean’s scholar) from the University of
California at Irvine, and a telecommunications engineering certificate from the Unlver51ty of California at
Los Angeles.

" Shaun P. Gilmore has been our Executive Vice President, Glebal Business Accounts since December
2001. From July 2000 to December 2001, Mr. Gilmore led the product management teams driving the
development, growth and performance of Qwest’s voice, data and managed services and IP products. From
September 1998 to July 2000, he served as Semor Vice President of Qwest’s National Accounts and
Government Systems sales divisions. Before joining Qwest in 1998, Mr Gilmore served as president of Snyder
Direct, a company specializing in direct marketing and account management Prior to that, he was with
AT&T for 16 years, where he held a number of senior management positiéns in the business and consumer
markets divisions. Mr. Gilmore was a George F. Baker scholar and earned an M.B.A. from Harvard Graduate
School of Business, and a B.A., magna cum laude, in economics and sociology from Bowdoin College in
Brunswick; Maine. ‘

Clifford S. Holiz has been our Executive Vice President, National Business Accounts since 2001. Prior to
joining Qwest in 2001, Mr. Holtz served as Senior Vice President of Gateway, Inc.’s $5 'billion consumer
business from February 2000 to January 2001, and prior to that, he was AT&T’s President of Metro Markets,
a $4.5 billion business serving small to mid-sized business customers, from January 1997 to February 2000. He
also held a variety of general management; operations, strategy, sales and marketlng ass1gnments with AT&T.
Mr. Holtz earned an M.B.A. from the University of Chicago and a B.S., magna cum 1aude -In business
adm1n1strat1on from the State Umversny of New York in Albany '

James A szth has been our Executlve Vice President, National Consumer Markets since Apnl 2001
From January 2001 until April 2001, Mr. Smith was our Executive Vice President, Small Business and
Consumer Markets. Prior to that, he was President of Dex, our yellow pages unit, since June 2000. Mr. Smith
held several operational, marketing and management positions with U S WEST between 1979 and 2000,
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including, most recently, President of U S WEST Dex,-Inc. since 1997. Mr. Smith earned a bachelor’s degree
from Willamette University in Salem, Oregon and a J.D. from the University of Washington, where he also
studied business economics and finance. '

Robin R. Szeliga has been our Executive Vice President, Finance and Chief Financial Officer since April
2001. From October 1999 to March 2001, Ms. Szeliga was our Senior Vice President, Finance, and from
March 2001 until April 2001, she was our Interim Chief Financial Officer. Ms. Szeliga joined Qwest in
November 1997 as a finance executive. She was Vice President, Finance from August 1998 to October 1999.
Before joining us, she held various executive financial management positions at Tele-Communications, Inc.
from 1986 to 1997, including, most recently, as Vice President of Business Decision Support. Ms. Szeliga is a
certified public accountant and earned a bachelor s degree in accounting from the University of Northern
.Colorado.

Drake S. Tempest has been our Executive Vice President, General Counsel and Corporate Secretary
since October 1998, and our Chief Administrative Officer since June 2000. As our chief legal officer,
Mr. Tempest is responsible for guiding our legal policy, assuring compliance with legal requirements,
supervising our regulatory and legislative activities, as well as corporate communications, corporate develop-
ment and real estate. He has been a member of the Supervisory Board of KPNQwest N.V. since 1999. Before
joining us, Mr. Tempest had been a partner in the New York office of the law firm of O’Melveny & Myers
LLP since 1989, where his practice included general corporate matters emphasizing mergers and acquisitions
and securities transactions. Mr. Tempest earned a bachelor’s degree from Williams College, completed
graduate studies at Oxford University and earned a J.D. from Yale University.

CERTAIN TRANSACTIONS AND LEGAL PROCEEDINGS

See “Compensation‘Committee Interlocks and Insider Participation” on page 27 of this'proxy statement
for descriptions of certain transactions and relationships between us and Mr. Anschutz, Anschutz Company or
one or more of their affiliates.

. None of our directors or named executive officers was indebted to us or any of our subsidiaries at any time
since the beginning of 2001 'in excess of $60,000, except for Mr. Mohebbi. As of December 31, 2001,
Mr. Mohebbi had $100,000 outstanding on a loan that we made to him pursuant to his original employment
agreement, as described under the caption “Employment Contracts and Termination of Employment and
Change-in-Control Arrangements” on page 20 of this proxy statement. We have also loaned Mr. Mohebbi an
additional $4 million effective as of April 1, 2002. This loan will bear interest at the rate of 5.54%,
compounded semi-annually. The outstanding pnnmpal balance of the loan, together with any accrued and
unpaid interest, is due and payable within 90 days following Mr. Mohebbi’s death or, under circumstances
within 45 days following termination of his employment with Qwest. Mr. Mohebbi has agreed to use a portion
of the loan to pay the premium on a life insurance policy covering Mr. Mohebbi. Mr Mohebbi will be the
owner of the policy.

From July 27, 2001 to October 1, 2001 seven purported class action complaints were filed in federal
district court in Colorado against Qwest, its Chairman and Chief Executive Officer, Joseph P. Nacchio, and
its Chief Financial Officer, Robin R. Szeliga, on behalf of purchasers of Qwest’s publicly traded stock between
March 22, 2001 and July 23, 2001. One of the seven complaints has been voluntarily dismissed. The remaining
six complaints, which have been consolidated, allege, among other things, that Qwest, Mr. Nacchio and
Ms. Szeliga made material false statements regarding the results of operations for the quarter ended
March 31, 2001 in violation of sections 10(b) and 20(a) of the Securities Exchange Act of 1934 (“Exchange
Act”) and that, durlng the above period, the individual defendants sold shares of Qwest’s common stock. On
Décember 3, 2001, a Consolidated Amended Class Action Complaint (“Consolidated Complaint”) was filed
in federal district court in Colorado against Qwest, Joseph P. Nacchio, Robin R. Szeliga, and several other
former and present. officers and/or directors of the Company on behalf of purchasers of Qwest’s publicly
traded stock between October 24,2000 and October 30, 2001. This Consolidated Complaint supersedes the six
purported class action complaints filed between July 27, 2001 and October 1, 2001. The Consolidated
Complaint alleges, among other things, that during the -class period, Qwest and certain of the individual
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defendants made material false statements regarding the. results of operations-in violation of sections 10(b)
and 20(a) of the Exchange Act and that during the class period, the individual defendants sold shares of
Qwest’s common stock in violation of section 20A of the Exchange Act. The Consolidated Complaint alleges
that Qwest’s financial results during the class period and statements regarding those results were false .and
misleading due to the alleged (i) overstatement of revenue, (ii) understatement of costs, (iii) manipulation of
employee benefits in order to increase profitability, and (iv) misstatement of certain assets and liabilities. The
Consolidated Complaint seeks unspecified compensatory damages and other relief. On January 15, 2002,
Qwest and the individual defendants filed a motion to dismiss, which as of the date of this proxy statement, is
pending before the court. '

On October 22, 2001, a derivative lawsuit was filed in federal district court in Colorado, naming as
defendants each of the members of the Qwest Board of Directors, and naming Qwest as a nominal defendant.
The derivative complaint is. based upon the allegations made in the class actions described in the preceding
paragraph, and alleges that the Board members intentionally or- negligently breached their fiduciary duties to
Qwest by failing to oversee implementation of securities laws that prohibit insider trading. The derivative
complaint also alleges that-the Board members breached their fiduciary duties to Qwest by causing or
permitting Qwest to commit alleged securities violations, thus (i) causing Qwest to be sued for such
violations, and (ii) subjecting Qwest to adverse publicity, increasing Qwest’s cost of raising capital and
impairing earnings. The derivative complaint further alleges that certain directors sold shares between
April 26, 2001 and May 15, 2001 using non-public company information. In December 2001, the derivative
lawsuit was stayed, pending resolution of the Consolidated Complaint. In March 2002, plaintiffs in the suit
served defendants with a first amended derivative complaint. The amended derivative complaint adds
allegations relating to the disclosures of Qwest’s financial results from April 2000 through February 2002.

In March 2002, lead plaintiffs in the consolidated securities action filed a motion for leave to file a Second
Amended Consolidated Complaint that seeks to: add new claims; extend the putative class period so that it
begins on April 19, 2000 and ends on February 14, 2002; and add:-Lewis O. Wilks, a former Qwest officer, and
others as defendants. In March 2002, the defendants filed oppositions to plaintiffs’ motion for leave to file a
Second Amended Consolidated Complaint. The court has not ruled on the motion as of the date of this proxy
statement.
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COMPENSATION OF EXECUTIVE OFFICERS

Executive Compensation

" The following table summarizes the compensation paid to or accrued for the benefit of our Chief
Executive Officer and the next four most highly compensated executive officers of our Company and its
operating subsidiaries for the periods indicated. The position identified in the table for each person is their
current position with us unless we indicate otherwise.

SUMMARY COMPENSATION TABLE

Long Term Compensation

Awards Payouts
\ Number of
Annual Compensation Restricted  Securities ‘
Other Annual Stock Underlying LTIP - All Other
Name/Principal Position Year Salary(1) Bonus(l1) Compensation(2) Awards(3) - Options Payouts Compensation(4)
Joseph P. Nacchio .......... 2001 $1,169,230 $1,517,152 $229,705(5) — 7,250,000 $24,374,091(6) $ 4,768
Chairman and Chief 2000 $ 854,615 $2,259,611 — . — — 3 1,107,9l3(7) $ 5,269
Executive Officer 1999 $ 679,672 $ 863,006 - — 5,000,000 § 1,107,894(7) $2,247,075
Afshin Mohebbi . ..... ... ... 2001 $ 766,923 $ 593,306 $287,163(8) — 2,500,000 — $ 5,100
President and Chief - 2000 $ 561,058 $ 756,067 $233,643(9) — 400,000 — $ 761
Operating Officer 1999 § 305,769 $ 311,062 $318,660(10) — 2,700,000 — ‘ —
Drake S. Tempest........... 2001 $ 396,154 § 234,434 — $3,362,000 600,000 — $ 1,998
Executive Vice 2000 $ 298,077 $ 385,068 — — 200,000 — $ 3,308
President, General 1999 § 250,000 § 224,258 $300,000(11) — 400,000 — $ 726
Counsel, Chief
Administrative Officer and
Corporate Secretary
James A. Smith (12)........ 2001 $ 360,000 $ 188,100 — — 250,000 — 3 4,579
Executive Vice 2000 $ 366,681 $ 279,665 — $2,143,750 500,000 $ 218,955 $3,330,753

President, National
Consumer Markets .
Robin R, Szeliga(13)........ 2001 § 344,231 § 186,790 — $1,681,000 1,000,000 — § 4629
Executive Vice President,
Finance and Chief Financial
Officer

(1) Amounts shown include cash compensation earned and received by each of the named executive officers, including payments made
with respect to paid vacation or sick-leave, as well as compensation earned but deferred at the election of each of the named
executive officers. Bonus amounts reported for 2000 have been adjusted to (a) include amounts earned with respect to performance
in the fourth quarter of 2000 but paid in 2001, and (b) exclude amounts earned with respect to performance in the fourth quarter of
1999 but paid in 2000 (which amounts are included in the bonus figures reported for 1999).

(2) Amounts shown include the value of perquisites and other personal benefits to the extent that the aggregate of such benefits exceeds
$50,000 for the named executive officer in the year indicated. As set forth in the footnotes below, amounts may include payments
under our flexible benefits plan to be used at the election of the named executive officer for one or more of the following purposes:
car allowance, airline upgrade certificates, supplemental life insurance, club memberships, personal legal services, home security
and child care.

(3) Dollar amounts shown equal the number of shares of restricted stock granted multiplied by the stock price on the grant date, which
was $16.81 per share (in the case of Mr. Tempest and Ms. Szeliga) and $49.59 per share (in the case of Mr. Smith). The valuation
does not take into account the diminution in value attributable to the restrictions applicable to the shares. Messrs. Nacchio and
Mohebbi did not own any shares of restricted stock as of December 31, 2001. The number and doflar value of shares of restricted
stock held by the other named executive officers on December 31, 2001, based on the closing price of our Company’s common stock
on December 31, 2001 ($14.13 per share), were: Drake S. Tempest — 200,000 shares ($2,826,000); Robin R. Szeliga —
100,000 shares ($1,413,000); and James Smith — 43,233 shares ($610,882). Prior to the Merger, Mr. Smith was granted
43,233 shares (as adjusted for the Merger) that vested in full on December 31, 2001. The grants of restricted stock to Mr. Tempest
(200,000 shares) and Ms. Szeliga (100,000 shares) vest 25% each year on February 1st over four years beginning on February 1,
2003. Dividends are paid on all shares of our restricted stock at the same rate as on our unrestricted shares.

(4) The 2001 amounts represent matching contributions pursuant to the Company’s 401 (k) plan for each of the named executive
officers. The 2000 amount for Mr. Smith represents (a) a retention payment paid by the Company pursuant to his pre-Merger
retention agreement, which he elected in lieu of the standard and additional cash benefits to which he was entitled under his change
in control agreement and prior severance agreement, and (b) $252.82 of imputed income for term life insurance. The 1999 amount
for Mr. Nacchio represents (a) the third installment of the “equalization payment” ($2,034,000) payable to Mr. Nacchio in 1999
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together with interest of $208,485 that accrued on the equalization payment in 1999 and (b) Qwest’s contribution to Qwest s
401 (k) plan of $4,590.

Amount includes $65,123 paid to Mr Nacchlo under our ﬂex1ble bencﬁts plan and $136,745 attributable to his personal use of
corporate aircraft. .

(5

~

(6) In accordance with Mr Nacchlo s 1996 employment agrecmcnt we granted Mr. Nacchio 300,000 growth shares in 1996 under our
Growth Share Plan, with a five-year performance cycle commencing January 1, 1997. The amount represents what we paid
Mr: Nacchio in 2001 under his growth share agreement for the remaining portion of his growth shares that vested in 2001 (the last

- year of the five-year performance cycle). We paid him for these vested shares by (a) paying $4,500,000 in premiums on two life
insurance policies covering the lives of Mr. and Mrs. Nacchio, pursuant to the terms of a split dollar arrangement between the
Company, Mr. and Mrs. Nacchio and their life insurance trust,-and (b) issuing to Mr. Nacchio, net of certain taxes; 356,723 shares
of our common stock. This amount represents the final payment due to Mr. Nacchio under his growth share agreement. -

(7) The amount represents what we paid Mr. Nacchio for his growth shares under his growth share agreement. Mr. Nacchio received
shares of our common stock -as payment for his growth shares.

(8) Amount includes $35,000 paid to Mr. Mohebbi under our flexible benefits plan, and $21,004 attribiitable to his personal use of
corporate aircraft. Amount also includes the forgiveness of $200,000 in principal and $16,667 of imputed interest on a loan that we
made to Mr. Mohebbi -under his employment agreement in May, 1999,

(9) Amount includes the forgiveness of $200,000 in principal and $34 667 of 1mputed interest on a loan that we made to Mr. Mohebbi
undeér his employment agreement in May, 1999. ' :

(10) Amount includes the forgiveness of $100,000 in pr1nc1pal' and $22,333 of 1mputcd interest on a loan that we made to Mr. Mohebbi
under his employment agreement in May, 1999. Amount also mcludes the rexmbursemcnt of $28,327 in relocation expenscs and
‘$168,000 as a transition payment that we made to Mr."Mohebbi upon joining our Corfipany.

(11) The amount was paid to Mr. Tempest as a transition payment upon joining our Company to compensate him for amounts foregone
from his previous employer.

(12) Mr. Smith became an executive officer of Qwest in 2000.

(13) Ms. Szcl_iga became an executive officer of Qwest in 2001.

Stock Option Grants

The following table provides details rcgardlng the stock options that we granted in 2001 to each of our
named executwe officers:

Option Grants in Last Fiscal Year

Potential Realizable Value

Number of Percent of Total . at Assumed Annual Rates
Securities Options Granted - of Share Price Appreciation

Underlying to All Employees . Expiration for Option Term (1)

Name Options Granted During 2001 Exercise Price Date 5% 10%
Joseph P. Nacchio. ... .. .. 7,250,000(2) 2% $16.81 10/24/11  $76,644960  $§194,233,378
Afshin Mohebbi........... 1,500,000(3) 4.5% $34.80 4/10/11 $32,828,300 § 83,193,356
1,000,000(3) 3% $16.81 10/24/11 $10,571,719  $ 26,790,811
Drake S. Tempest ..%....... 600,000(4) 1.8% $16.81- 10/24/11 $ 6,343,031 3 16,074,486
James A. Smith. ... ... A 250,000(S) 0.75% - $16.81 10/24/11 $ 2,642930 §$ 6,697,703
Robin R. Szeliga .......... 100,000(6) 0.3% ©$36.97 2/28/11 $ 2,325,023 © § 5,892,066
300,000(6) 0.9% $34.80 4/10/11 $ 6,656,660 § 16,638,671
600,000(6) 1.8% $16.81 10/24/11 $ 6,343,031  $ 16,074,486

(1) The potential realizable value is based on the apprec1ated value of our common stock minus the per share exercise price, multiplied
by the number of shares subject to the option. The appreciated value of our common stock is calculated assuming that the fair market
value 'of our common stock on the date of grant appreciates at the indicated rate, compounded annually, for the entire term of the
option. The 5% and 10% rates of appreciation are set by the Securities and Exchange Commiission and do not represent our estimate
or projection of future increases m the price of our shares of common stock. The closing price of our stock on April 2, 2002 was
$7.63 per share.

We granted Mr. Nacchio non- qualified stock options cﬂ"ectwe October 24, 2001 under our Equ1ty Incentive Plan. The options vest as

foltows: 2.5 million shares on August 1, 2004, 0.5 million shares on December 1, 2004, 2.5 million shares on August 1, 2005 and

1.75 shares million on Decembér 1; 2005. Generally, following a-change in control, the options will vest if Mr. Nacchio is terminated

without cause, or if Mr. Nacchio terminates his employment for good reason. For purposes of the option grant, a change in control in

and of itself 'does not constitute good reason. Notwnthstandmg the vestlng schedule, the options will vest in full and become

immediately exercisable in the event of Mr. Nacchio’s dedth or disability, as the latter term'is defined in Mr. Nacchio’s non- -qualified
- stock option agreement.

2
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(3) We made two grants of non-qualified stock options to Mr. Mohebbi under our Equity Incentive Plan, the first of which was effective
April 10, 2001 and the second of which was effective October 24, 2001. We granted these options under our Equity Incentive Plan.
The options vest 50% on April 10, 2004 and 50% on April 10, 2005. Generally, following a change in control, the options will vest if
Mr. Mohebbi is terminated without cause or if he suffers a material diminution in his duties. Notwithstanding the vesting schedule,
the options will vest in full and become immediately exercisable in the event of Mr. Mohebbl s death or disability, as the latter term

" is_defined in Mr. Mohebbi’s non-qualified stock optlon agrecments ‘ :

(4) We granted Mr. Tempest non-qualified stock options effective October 24, 2001 under-our Equity Incentive Plan. The options vest

© 25% each .year over four years beginning on October 24, 2002, Generally,:following a change in control, the options will vest if

Mr. Tempest is terminated without cause or if he suffers a material diminution in his duties. Notwithstanding the vesting schedule,

the options will vest in full and become immediately-exercisable in the event of Mr. Tempest’s death or disability, as the latter term is
defined in Mr. Tempest’s non-qualified stock option agreement. .

(5) We granted Mr.'Smith non-qualified stock options effective October 24, 2001 under our Equity Incentive Plan. The options vest 25%
each year over four years, beginning on October 24, 2002. Generally, following a change in control and subsequent termination for
reasons other than cause, the options will vest in full. Notwithstanding the vesting schedule, the options will vest in full and become
immediately exercisable in the event of Mr. Smith’s death or disability, as the latter term is defined in Mr, Smith’s non-qualified
stock option agreement.

(6) We made three separate grants of non-qualified stock options to. Ms. Szeliga effective February 28, 2001, April 10, 2001 and
October 24, 2001 under our Equity Incentive Plan. The options under each of the grants vest 25% each year over four years beginning
on the anniversary of their respective effective dates. Generally, following a change in control and subsequent termination of
Ms. Szehga for reasons other than cause, the options will vest in full. Notw1thstand1ng the vesting schedule, the options will vest in
full and become immediately exercisable in the event of Ms. Szehga s death or disability, as the latter term is defined in Ms. Szeliga’s
non-qualified stock option agreements. ‘

Option Exercises and Holdings

The following table provides information for the named executive officers concerning options they
exercised during 2001 and unexercised options they held at the end of 2001:

Aggregated Option Exercises in Last Fiscal Year and
Fiscal Year-End Optlon Values

Shares Number of Securities Value of Unexercised

Acquired ) Underlying Unexercised In-the-Money Options

on Value Options At Fiscal Year End At Fiscal Year End(1)
Name : e Exercise Realized Exercisable  Unexercisable  Exercisable = Unexercisable
Joseph P, Nacchio -.................. 2,172,000  $74,595,768 9,140,902 11,750,000 $40,050,984 —
Afshin Mohebbi ............... .. ... — —. 1,290,000 4,310,000 — —
Drake S. Tempest ................... 140,000 $ 2,588,126 - 280,000 - 1,360,000 — —
James A. Smith .. ............ ... ... 291,913  § 3,030,418 408,788 878,923 — —
Robin R."Szeliga .................... 10,000 § 125,000 236,000 1,260,000 $ 171,580 —

(1) Based on the last sales price of our shares of commdn stock on December 31, 2001 ($14.13), minus the per share exercise price of
the unexercised options, multiplied by the number of shares represcnted by the unexercised options. The last sales price of our shares
of common stock on April 2, 2002 was $7.63 pcr share. -

Pension Plans

Commencing in 2001, our executive officers became eligible to participate in the Qwest Pension Plan.
Under the plan, we credit an amount equal to 3% of eligible pay (generally defined as the executive’s salary
and bonus) each year to an individual account for each participating employee. At the end of each year, the
balance in each employee’s account is credited with interest based on the average 30-year Treasury bond rate.
In addition, at the end of each year (untit 2004), an additional sum will be credited to his or her account in an
amount equal to the excess (if any) of the credits that would have been made using the. cumulative rate of
appreciation in the price of our common stéck’ from the date'of each contribution over the actual Ttredits
already made. The amount in the participant’s account at the time that he or she retires or terminates
employment with Qwest may be taken ina lump-sum or convcrted to an annuity. A nonqualified pension plan
exists which authorizes the payment ‘of benefits under provision of the plan which may exceed the limits
otherwise imposed under applicable tax and employee benefit regulations. :
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The following table sets: forth the estimated lump-surh benefit earned under the cash balance formula
payable at age 65 to each of the named executive officers who are eligible to participate in the plan (other than
Mr. Smith, whose pension benefits are described below). The projections have been calculated assuming that
the named executive continues to be employed at Qwest until age 63, the account balance receives annual
interest cred1ts at-the rate of 6%, and ellglble compensatlon under the plan increases at the rate of 4% per year.

f o ' ' . Estimated Lump Sum Benefit
i o o o . P - Earned Under Cash Balance

~ Name ., . . . - o Formula at Normal Retirement
‘Joseph P. Nacch10 ....... e $2,285,275
“Afshin'Mohebbi .......0o L P I $4,582,013

Drake S: TempeSt. ..o voonoe .. e Ll e i $ 836,241

='Rome Szehga..‘.‘:-.'.".'i.‘...‘.."..'..f..'ﬁ.’ ............ $1,448,299

CAsd former executive of U S WEST, Mr. Smith is entitled to receive benefits under the pension plan
based on a formula that takes into account his’ average annual compensation and his years of service at the
time of retirement. The tables below show the maximum estimated annual benefits payable to Mr. Smith at

retirement based on applicable pension.plan formulas. for specified. final average annual compensation and
specified years of service. Mr. Smlth is ehglble to receive annually the greater of any pension amount that is
calculated .under either table ‘

R ‘ Pension Plan Table I .
Table'l' - )

Final Average . R AR . ._Years of Service : .
Annual. Compensation : ] S . 20 .25 30 35 - 40 45
$300,000 & ..\t SRR Bl .« $:90,000  $112,500 $135 000 $157,500  $176,250  $195,000
$400,000 , . :..... it P TSI v.... 120,000 150,000 ° 180,000 210,000 - 235,000 - 260,000
$500,000 .. ... i e e ... 150,000 187,500 225000 262,500 293,750 325,000
$600,000 ... .. DD U coowe... 180,000 225000 270,000 © 315,000 352,500 390,000
$700,000 ... e 210,000 262,500 315000 367500 411,250 455,000
$800,000:%" . PO w..i. 240,000 - 300,000 ° 360,000 - -420,000 ~ 470,000 520,000
. Pension Plan Table 11

Table II

Final Average . ) : R . Years of Service _
Annual Compensation ) o ) o 20 ©25 30 35 40 45 |
$300,000 . . vt ST . $109,100  $122,700  $133,000 . $139,800 $143,200  $146,600
$400,000 . .. Ceeeise... 1455000 163,600 177,300 186,400 190,900 195,500
$500,000 ........... U L... 181,800 204,500 221,600 233,000 238,600 244,300
$600,000 ... ... i PR e ... 218200 245500 265900 279,500 286,400 - 293,200
$700,000 .. ... L T, ST ST L.ii.0 254500 286,400 © 310200 326,100 334,100 342,000
$800,000 <2 .. v o S 290,900 - 327,300 354,500 372,700 381,800 390,900

For purposes of calculating the benefits due to Mr. Smith as show in the preceding tables, “final average
annual compensation” .is ‘determined using the highest average compensation during any period of 60
-consecutive months within the 120 consecutive-month period preceding retirement. Compensation covered is
based on Mr. Smith’s combined salary and: bonus, as reported in the Summary Compensat1on Table.
Mr "Smith currently has 24 years of credited service under the pension plan. - :

Benefits set forth in the precedlng tables are computed as a straight-life annuity . and are subject to
deductlon for Social Securlty benefits.
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Employment Contracts and Termination of Employment and Change-in-Control Arrangements

The following is a description of the térms and conditions of each employment or change in control
agreement that we have with the named executlve officers:

Joseph P. Nacchio. We have -an employment agreement with Mr. Nacchlo dated as of October 24, 2001.
The agreement provides that, effective January 1, 2002, Mr. Nacchio was entitled to a salary and target bonus
increase, but Mr. Nacchio voluntarily delayed the effective date of these increases until April 1, 2002. His
base salary increased from $1.2 million to $1.5 million, which amount is subject to annual review and may be
increased (but not reduced) at the sole discretion of our Board, and his target bonus increased from 200% to
250% of his base salary. Mr. Nacchio is entitled under the agreement to participate in all savings, retirement
and welfare benefit plans applicable generally to other senior executives of the Company. Mr. Nacchio’s
benefits also include reimbursement for travel expenses, business club memberships, relocation and :other
reasonable business expenses. The Company has agreed to indemnify Mr. Nacchio against all liabilities and
expenses incurred in any proceeding, and to reimburse reasonable expenses incurred by Mr. Nacchio in the
defense of or participation in any proceeding, to which Mr. Nacchio is a pdrty because of his.service to the
Company.

Mr. Nacchio has‘.agreed that during the term’ of his employment and for one year following ‘the
termination of his employment, he' will not directly or indirectly engage in any activity competitive with the
business of the Company or the telecommunications businesses of any of its subsidiaries or affiliates, present
or future.

If we terminate Mr. Nacchio’s employment other than for death, disability or cause (“cause” includes
any willful misconduct materially detrimental to our Company, felony conviction, nonfeasance with respect to
duties set forth in the employment agreement or failure or refusal to follow written directions of the Board), or
if Mr. Nacchio resigns for good reason, we have agreed to pay him an amount equal to two times the sum of
his base salary and target.bonus at the rate in effect on the date of termination. Mr.. Nacchio will also be
entitled to a continuation, or cash 'e‘quivalent if continuation is not available, of savings and welfare benefits for
two years following termination. The term “good reason” includes: (a) a diminution in Mr. Nacchio’s titles,
offices, posmons or authority, (b) the a531gnment to Mr. Nacchio of any duties inconsistent with his position,
authority or material responsibilities, or the removal of his authority or material responsibilities, (¢) our failure
to make any payments due under the employment agreement or to comply with the material terms of the
employment agreement, (d) our failure to cause the employment agreement to be assumed by successors or
permitted assigns, (e) a change in control of our Company (as defined in the employment agreement), (f) our
failure to elect or re-elect Mr. Nacchio as a director of the Company or the removal of Mr. Nacchio as a
director, (g) any person other than Philip F. Anschutz or Mr. Nacchio serving in the position of Chairman of
the Board, or (h) our failure to maintain directors’ and officers’ insurance of at least $15 million in the
aggregate. For purposes of his employment agreement, change in- control means the acquisition of 20% or
more of our Company by an individual, entity (not controlled by Mr. Anschutz) or group if the new acquirers
own a larger percentage of our Company than entities controlled by Mr. Anschutz. If Mr. Nacchio receives
any payments that are subject to the excise tax of Section 4999 of the Internal Revenue Code, we will
reimburse him in full for the excise tax so that he will be in the same position as if he was not subject to the
excise tax nor received the reimbursement payments.

If Mr. Nacchio’s employment agreement is not renewed following its expiration, we are obligated to pay
Mr. Nacchio for (a) severance at the same level and terms as is given to other senior executives of the
Company, (b) continuation of benefits for two years, provided that Mr. Nacchio executes a mutual release
agreement, (c) retiree medical benefits for the lives of Mr. Nacchio and his spouse and his dependents (while
they remain dependents), provided that Mr. Nacchio executes a mutual release agreement, and (d) payments
of other benefits described in his employment agreement.

Afshin Mohebbi. We have an amended and restated employment agreement with Mr. Mohebbi dated
January 1, 2002. The agreement provides that Mr. Mohebbi was entitled to a salary and target bonus increase.
Mr. Mohebbi voluntarily delayed the effective date of these increases until April 1, 2002. His base salary
increased from $660,000 to $850,000, which amount is subject to annual review and may be increased (but not
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reduced) at the sole discretion of the:Board, and his target bonus increased from 150% to 200% of his base
salary. Mr. Mohebbi is entitled under the agreement to participate in all benefit plans now existing or
established hereafter for senior executives and empioyees to the extent that Mr. Mohebbi is eligible under the
general provisions of such plans. Mr. Mohebbi’s: benefits also -include reimbursement -of travel expenses,
“business club memberships, relocation costs and other reasonable business expenses. The Company has agreed
to indemnify Mr, Mohebbi against all liabilities and expenses incurred in any proceeding, and to reimburse

" reasonable expenses incurred by Mr. Mohebbi in the defense of or participation in any proceedmg, to whrch
Mr. Mohebbi is a party because .of his service to the Company.

" In connection with his employment agreement Mr. Mohebbi signed a Noncompete Nonsolicitation and
Nondrsclosure Agreement The agreement prohibits Mr. Mohebb1 from competing with the 'Company,
sohcltmg ‘employees from the Company, or disclosing any confidential mformatlon for 30 months after his
employment wrth the Company ends.

If Mr. Mohebb1 s employment is. termmated for reasons other than cause, or if he resigns. for “good
reason,” the Company shall (i) pay all accrued salary, bonus, vacation time and benefits through the
termination date, and (ii) an amount equal to two times the sum of his then annual base salary and target
annual bonus for the fiscal year in which Mt. Mohebbi’s employment terminates. In addition, we will continue
to provide all then-existing employee benefits for a period of thirty (30) months from the termination date or,
if earlier, until Mr. Mohebbi becomes employed by another person or entity. The term “cause” includes:
(1) willful misconduct with respect to the Company which is materially detrimental to the Company;
(2) conviction of (or pleading nolo contendre to) certain felonies; (3) failure or refusal to attempt to follow
the written:direction of the Board within a reasonable period after receiving written notice; or (4) gross
continuous nonfeasance with regard to his'material duties, taken as a whole, which miaterially continue after a
written nofice. The term ‘good reason” includes: (a) any diminution of Mr. Mohebbi’s titles, offices,
positions, or authority, (b) the assignment to Mr. Mohebbi of any duties inconsistent with his position,
authonty or material responsibilities, or the removal of his authority or material responsrbﬂltles (c) our failure
to make any payments due under the employment agreement or to comply with the material terms of the
employment agreement, or (d) a change in control of our Company (as defined in the Equity Incentive Plan).

Pursuant to the terms of Mr. Mohebbi’s prior employment.agreement, we loaned Mr. Mohebbi $600,000
under a separate loan agreement. The loan is unsecured and does not bear.interest. The loan agreement
provides that the principal amount is to be forgiven in thirty-six equal monthly increments beginning July 1,
1999. In connection with his amended and restated employment agreement described: above, we agreed to

" forgive any unpaid balance-on the loan if Mr. Mohebbi’s employment is terminated for any reason other than
willful misconduct or his voluntary termlnatlon As of April 1, 2002 the outstanding principal balance on this
loan was $50,000. :

On April 1, 2002 we loaned Mr. Mohebbi an addltlonal $4 mllhon which loan bears interest at the rate
of 5.54%, compounded semi-annually. The outstanding principal balance of the loan, together with any
accrued and unpaid interest thereon, will be due and payable within 90 days following Mr. Mohebbi’s death, -
or, under certain circumstances, ‘within 45 days of his termination of employment with Qwest. Mr. Mohebbi
has agreed to use a.portion of the loan to pay the premium on a life insurance policy covering Mr. Mohebbi.
Mr. Mohebbi will be the owner of the: policy. »

Drake S. Tempest. We have a letter agreement with Mr. Tempest dated October 6, 1998. Mr. Tempest's
base salary was to increase from $400,000 to $600,000 effective as of January 1, 2002, but Mr. Tempest
voluntarily delayed the effective date of the increase in his base salary until April 1, 2002. Mr. Tempest’s
current target bonus is 100% of his base salary. If Mr. Tempest’s employment terminates following a change in
control, as defined in our Equrty Incentive Plan, or he resigns followrng a material drmmutron in his duties and
respon51b1ht1es he is entltled to receive one year’s base salary.

James A. Smith. We have a retention and change-of-control agreement. wrth Mr. Smith that we assumed
upon completion ‘of the Merger.. Pursuant to the retention: agreement, U S WEST ‘granted Mr. Smith
43,233 shares' of restricted stock (as adjusted for the impacts of the Merger) and an option to
purchase 302,631 shares of common stock (as adjusted for the impacts of the Merger). In addition, pursuant
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to the terms of his U S WEST retention agreement, we paid Mr. Smith $3,320,000 in cash in lieu of his
“standard and additional cash benefits under his change-of-control agreement. Concurrent with his promotion
to Executive Vice-President Mass Markets on December 31, 2000, we accelerated the vesting of Mr. Smith’s
restricted stock grants so that.all 43,233 shares of restricted stock would vest as of December 31, 2001. With
respect to his option grants, if we terminate Mr. Smith for “cause” or he resigns without “good reason,” he
will forfeit-any unvested portion of the option grants. For purposes of his retention agreement, a termination
for “cause” requires a resolution adopted by at.least 75% of the Board, in which the Board determines, that
Mr. Smith willfully breached or failed to perform his employment duties. The term “good reason™ generally
includes: (1) the assignment to Mr. Smith of any duties materially inconsistent with his position or a material
diminution in his duties or status as in effect on Aungust 31, 2000, (2) a reduction in Mr. Smith’s annual base
salary as in effect immediately before the Merger (3) certain changes in the location of our headquarters,
(4) our failure to continue Mr. Smith’s incentive compensation plans, stock option plans or other benefit plans
(except as required by law) as in effect immediately before the Merger, or to provide comparable benefit and
option plans, and (5) our failure to properly dehver Mr. Smlth notice of his termination (as described in his
change in control agreement).:

Drake S. Tempest James A. Smlth and Robm R Szehga are also covered by our severance pohcy that
provides for a lump-sum pay-out of one and a half year’s annual base salary and target bonus (if applicable)
and continued medical, dental and vision at the employee rate for the same penod under COBRA

Change in Control..

Equity Incentive Plan. Unless otherwise provided by the Compensation Comuiittee, our Equity Incentive
Plan provides' that, on a change in control,” all awards granted under the Equity Incentive Plan will vest
1rnmed1ately For this purpose, a “change in control” is defined as either (1) the acquisition by any individual,
entity or group (within the meamng of Section 13(d) (3} or 14(d)(2) of the Securities Exchange Act of
1934), other than the Anschutz Entities or a trustee or other fiduciary holding securities under an employee
benefit plan of Qwest of 50% or more, of either (A) the then outstanding shares of common stock, or (B) the
combined voting power of our then outstanding voting securities entitled to vote generally in thé election of
directors, or (2) at any time during any period of three consecutive years after June 23, 1997, individuals who
at the beginning of such period constitute the Board (and any new director whose election to the Board or
whose nomination for election by our stockholders was approved by a vote of at least two-thirds of the
directors then still in office who either were directors at the beginning: of such period or whose election and
nomination for election was previously so approved) cease for any reason to constitute a majority thereof."
Options granted under the plan before June 1, 1998, except for the option granted to Mr. Nacchio, were
subject to a different definition of change in control that was triggered by the Merger. Qur Company has
granted options since June 1999 that have acceleration triggers following a change in control based on
termmanon w1thout cause or dlrnmunon in duties or respon51b111t1es

Board Compensation,Committee Report;'o.n Executive Compensation

This section of the proxy statement will not be deewied incorporated by reference by any general
statement incorporating by reference this proxy statement into any filing under the Securities Act of 1933 or
under the Securities Exchange Act of 1934, except to.the extent that we specifically incorporate this
information by reference and will not otherwise be deemed filed under such Acts,

General

“Philip F. Anschutz, Thomas J. Donohue, Jordan L. Haines, Manlyn Carlson Nelson, Frank P. Popoff
(Chairman) and Craig D. Slater presently serve on the Compensation Committee. Messrs. Haines and PopofT
act as'a separate subcommittee of the Compensation-Committee and determine matters referred to them or
delegated to them by the full Compensation Committee from time to-time on any such matters that a member
of the Compensation Committee has recused himself or herself as required by law, upon advice of counsel, as
required by the Company’s organizational documents, or for any other reason. The subcommittee’s policies are
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the same as the full Compensation Committee. None of the Compensation Committee members are
executive officers or employees of our Company.

" 'The Compensation Committee’s philosophy is to link executives’ total ‘compensation to our short-term
and long-term performance to maximize long-term shareowner value in“accordance with the méthods
described below. The policy is designed to provide a competitive compensation program ‘that will enable us to
attract, motivate, reward-and:retain executives and othér employees who have the skills, expenence and talents
requ1red to promote our short and long-term financial performance and growth. ‘

, Our executive compensatlon ‘has three elements (l) base salary, (2) annual or short- term incentive
ompensat1on and’ (3) long-term incentive compensatlon in the form of stock opt10ns and restricted stock.
Generally, the Compensanon Committee’s cash compensat1on policy is designed to provide executive officers
and other management personnel w1th a base salary that is compet1t1ve but somewhat below, the norm for our
industry, and fo use quarterly incentive cash bonuses to y1eld total. cash compensation that approximates the
total cash compensation paid to the management of our ¢ompetitors. The quarterly incentive cash bonuses are
determined based on our results of operations relative to quarterly performance goals relating to-revenue and
earnings before interest, taxes, depreciation and amortization (EBITDA). Awards of options and restricted
stock under our Equity Incentive Plan are based:on objective and subjective criteria that reflect contributions
to long-term shareowner value. Stock option and/or restricted. stock grants are generdlly made at'levels
comparable to competitive organizations to direct executive: performance toward increased shareowner value.
The Compensation Committee has used, and expects to continue to use, stock-based incentive grants,

including options, as a significant component of executive compensation. :

* The Compensation Committee endeavors to maximize the deduct1b1hty of compensation under Sec-
tion 162(m) of the Internat Revenue Code ‘to the extent practicable while -maintaining competitive
compensation. Section 162(m) of the Internal Revenue Codé-denies a tax deduction to any publicly held
corporation, such as our Company, for compensation in excess of $1 million paid to any named executive
officer unless such compensation is “‘performance-based” under Section 162 (m). Compensation paid pursuant
to agreements entered into before we became a publicly held company is not subject to the deduction
limitation for a transition period. The Compensation Committee believes that it has taken all action required
under Section 162(m) so that compensation attributable to the exercise of opt10ns under our Equlty Incentive
Plan will be deductlble :

'Base Salary

‘We previously negotiated Mr. Nacchio’s base salary.for the years 1997 through 2001 within the context of
an employment agreement that we signed on December 21, 1996 and amended on January.3, 1997. In
February of 2001, the Compensation Committee approved an increase in Mr. Nacchio’s base salary to
$1.2 million, which became effective on March 1, 2001. The Committee determined to increase his salary
based primarily on the results of independent compensation research that suggested such amounts would be
competitive with amounts paid to chief executives of other companies within the Company’s industry. In
October of 2001, we renegotiated Mr. Nacchio’s employment agreement that was due to éxpire in December
of 2001. During the course of 'such negotlatlons ‘the ‘Compensation Committee re-eévaluated Mr. Nacchio’s
salary based on additional mdependent compensation research related to the compensation paid to other chief
executive officers in' the Company’s mdustry Based on"a review of ‘such market data -and a sub]ect1ve
determination of the compensation necessary to: retain and motivate ‘Mr. Nacchio as the Company’s Chief
Executive Officer, the Compensation Committee approved an increase in Mr. Nacchio’s base salary, effective
January 1, 2002, from $1.2 million' to $1.5 million. However, Mr. Nacchio voluntanly delayed the eﬁect1ve
date of this i 1ncrease until Apnl 1, 2002: :

The base salanes of  certain other- ofﬁcers also were negonated w1th1n the context of employment
agreements:. Except as affected by those agreements, the base-salaries-of all executive officers and other key
management personnel are set at. the discretion of.the Compensation Committee, based on the recommenda-
tions of the Chief Executive Officer, at levels that are competitive. but ‘slightly below industry norms.
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Quarterly Cash Bonus

During 2001, all salaried employees were covered by a quarterly cash bonus plan based on quarterly
revenue and EBITDA results, internal departmental targets set by the .heads of each business unit, and a
subjective assessment of their individual contributions to our financial performance. Quarterly target bonuses
are a percentage of the employee’s quarterly salary and generally ranged from 5% for those employees in the
lowest salary grade to 60% for vice presidents, 100% for executive vice presidents and 200% for our Chairman
and Chief Executive Officer. . '

In February 2001, the Compensation Committee authorized an increase effective March 1, 2001 in
Mr. Nacchio’s target annual bonus from 150% of his base salary to 200% of 'his base salary. Effective
January 1, 2002, his target bonus was to increase from 200% to 250% of his base salary. However,
Mr. Nacchio voluntarily delayed the effective date of this increase until April 1, 2002. As with Mr. Nacchio’s
salary increase, the Compensation Committee authorized thrs bonus increase based prlmarrly on independent
compensation research with respect to market competitors.

The Compensation Committee authorized 2001 bonuses for the Chief Executive Officer and certain other
executive officers based-on our operational and financial results as measured by revenue and EBITDA and our
subjective assessment.of the contributions of those individuals. Because of the Company’s results of operations
in-2001, quarterly bonuses for the third quarter were 25% of the pro-rated quarterly target and no quarterly
bonuses were pard with respect to the fourth quarter. v : 4

Suspended Salary and Bonus Increases

During 2001 and early 2002, the Compensation Committee approved increases to the base salaries and
target bonuses for each of the named executive officers. Based on the Company’s performance in 2001 and
current market conditions, however, the named executive officers voluntarily delayed the effectiveness of such
pay increases until April 1, 2002.
~ Growih Shares

Before our initial public-offering of common stock in June 1997, our Growth Share Plan provided the
long-term incentive compensation element of executive compensation. Pursuant to his original employment
agreement, Mr. Nacchio received a grant of 300,000 growth shares at the time of his employment. The
remaining portion of Mr. Nacchio’s growth shares, worth $24,374,091, vested in January 2001. We paid him
for these vested shares by (a) paying $4,500,000 to a life insurance trust under a split-dollar arrangement with
Mr. Nacchio and his spouse, which in turn was used to pay the premiums on two life insurance policies
covering ‘the lives of Mr. and Mrs. Nacchio, and (b) issuing to Mr. Nacchio, net of certain taxes,
356,723 shares of our common stock This amount represents the final payment due to Mr. Nacchio under his
growth share agreement.

Stock Options and Restricted Stock

The- Compensation. Committee believes that long-term incentive compensation in the form of stock
options is the most direct way of making executive compensation dependent on increases in shareowner value.
Our Equity Incentive Plan provides the means through which executive officers can build an investment in our
shares of common stock that will help align their economic interests with the interests of our shareowners. The
value of stock-based grants have historically increased as a. result of increases in the price of our common
stock, and such grants have been highly valued by our employees. Notwithstanding the current market
conditions, -the Compensation Committee believes that the grant of stock options will continue to be a
significant component of our success in attracting and retaining talented management and employees in an
extremely competitive environment. In that context, on October 31, 2001, the Company announced a
voluntary stock option exchange. Under the terms: of the.offer and subject to certain restrictions, Qwest
employees could exchange all or a portion of their stock options with an exercise price of $35.00 or more. The
offer was only available -to Qwest full-time, non-union employees (excluding certain senior officers) with
options granted by Qwest or U S WEST. Options surrendered by an employee were cancelled and new options
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will be issued no earlier than six months and one day after the termination of the option exchange offer. The
exercise price on the new options will equal the closing market price on the day the new options are granted.
The options will vest ratably over a four-year period commencing on the new option grant date. At the
expiration of the exchange offer, approximately 10,750 employees had exchanged stock options for approxi-
mately 29 million shares. Our directors and certain senior . officers who received stock option grants on
October 24, 2001 were not eligible to participate in the exchange.

The exercise price of each option and price per share of restricted stock has generaily been the market
price of our shares of common stock on the grant date. However, since October 2001, we have generally not
granted options with an exercise price of less than $16.81. The grants generally provide for delayed vesting
over a period of years and the options have a term of ten years. The Compensation Committee believes that
stock options and restricted stock give the executive officers greater incentive throughout the respective
vesting periods and, with respect to options, their terms, to strive to operate our Company in a manner that
directly affects the financial interests of the shareowners both on the long-term, as well as the short-term,
basis. ' -

In determining the number of option shares granted to Mr. Nacchio in 2001, the Compensation
Committee considered both objective and subjective criteria, such as current market data regarding the total
compensation package of other similarly situated executives in the telecommunications industry, the value of
Mr. Nacchio’s current equity grants and the type of compensation considered by the Committee to be
necessary to .align Mr. Nacchio’s economic interests with the interests of our shareowners and provide him
with what the Committee believed is an appropriate long-term incentive to maximize shareowner value. Based
on a subjective assessment of these and other factors, with no one factor accorded more weight than the
others, on October 24, 2001 the Compensation Committee granted Mr. Nacchio options to
purchase 7,250,000 shares of our common stock with an exercise price of $16.81 per share.

In determining the number of option shares to grant to the other named executive officers, the
Compensation Committee considers, on a subjective basis, the same factors as it does in determining the other
components of compensation, with no single factor accorded special weight. The recommendation of the Chief
Executive Officer is of paramount importance in determining awards to persons other than himself.

The Compensation Committee intends to continue its practice of basing executive compensation on share
price and other financial performance criteria, and on its qualitative evaluation of individual performance. The
Compensation Committee believes that its compensation policies promote the goals of attracting, motivating,
rewarding and retaining talented executives who will maximize value for our shareowners.

Compensation Committee

Philip F. Anschutz
Thomas J. Donohue
Jordan L. Haines

Marilyn Carlson Nelson
Frank P. Popoff, Chairman
Craig D. Slater

Performance Measurement Comparison

© The following graph compares the cumulative total shareowner return of our shares of common stock
from June 23, 1997 (the date of our initial public offering) to December 31, 2001, against the cumulative total
shareowner return of (1) the S&P 500 Index, (2) the S&P Telecommunications Long Distance 500 Index-
(which, at December 31, 2001, consisted of AT&T, Sprint’s FON unit and WorldCom), and (3) the S&P
Telephone 500 Index (which, at December 31, 2001, consisted of ALLTEL, BellSouth, CenturyTel, Qwest,
Citizens, SBC and Verizon). All values assume that $100 was invested on June 23, 1997 in our common stock
and each applicable index and all dividends were reinvested.
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This performance graph will not be deemed to be incorporated by reference by any general statement
incorporating this proxy statement into any of our filings under the Securities Act of 1933 or under the Security
Exchange Act of 1934, except.to the extent that we specifically incorporate this information by reference, and
shall not be deemed “soliciting material” or be deemed “filed" under either such Acts. :

CUMULATIVE TOTAL SHAREHOLDER RETURN
(Dividends reinvested monthly)
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" COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

» ‘Our Compensation Committee consisted of Philip F. Anschutz, Thomas J. Donohue, Jordan L. Haines,
" Marilyn Carlson Nelson, Frank P. Popoff (Chairman) and Craig D. Slater during 2001. Messrs. Haines and
Popoff acted as a separate subcommittee of the Compensation'Committee that generally considered matters
relating ‘to’ compensation ‘and perquisites that were referred or delegated to it by the Compensation
Committee. Other than service on our Board, we did not, nor did any of our sub51d1ar1es employ any of the
members of the Compensatlon Committee dunng 2001.

Mr. Anschutz is a dlrector and Chalrman (not an executlve ofﬁcer pos1t1on) of our Company and a
director and Chairman of Anschutz Company, our pr1nc1pal shareowner. Mr. Slater is the Executive Vice
President of Anschutz Company.. Mr. Harvey is the. President and Chief Operating Officer of Anschutz
Company. Certain transactions and relatlonshlps between us and Anschutz Company or its affiliates are
described below. '

Certain affiliatés of Anschutz Company indirectly provide facilities to us at prevailing market rates. We
rent one of our corporate offices in Denver, Colorado from an entity-in which Mr. Anschutz holds an interest,
and rent telecommunications equipment used at that corporate office from an affiliate of Anschutz Company.
The rental expenses for these facilities and equipment totaled approximately. $4.54 million for 2001. We
recently exercised our rights under the lease to reduce the amount of rented space and terminate the lease with
respect to several floors, effective September 30, 2002. We paid the landlord a termlnatlon fee of
approximately $1.9 mxlhon upon entermg into the lease arnendment

During 2001, we reimbursed various sub51dlar1es of Anschutz Company at their cost for approx1mately
$478,090 of insurance, legal, transportation, marketing, promotional and other business expenses incurred on
our behalf and on behalf of Qwest Digital Media, LLC, (“QDM”). We also paid various Anschutz Company
subsidiaries in 200! approximately $146,940 in rent and allocable expenses associated with Qwest’s and
- QDM’s use of a suite at the Staples Center in Los Angeles, Cahfornla and approximately $107,684 for our
allocable -portion of certain lodglng, transportation and other."business entertainment and promotlonal
expenses. -During 2001, various Anschutz Company subs1d1ar1es paid 'us at prevalhng market rates for
approximately $350, 000 in telephone and related services, and reimbursed us at our cost for approx1mately
$98,500 i in travel and transportatlon expenses incurred on thelr behalf

- In April 1999, we entered into a registration rights agreement with Anschutz Company generally covering
all of the shares owned by Anschutz Company and one of its-affiliates. The agreement provides for eight
demand registrations and unlimited piggyback registrations. Demand registrations must cover at least
5 million shares.

In July 1999, Anschutz Company and an affiliate of Anschutz Company entered into a three-year voting
agreement with U S WEST relating to the Merger. Pursuant to the voting agreement, Anschutz Company and
its affiliate have agreed that after the Merger, they will vote their shares of our common stock in favor of the
designees named to our Board by the Continuing Directors and New Directors ‘as described on page 9 of this
proxy statement. The voting agreement will expire on July 17, 2002

In October 1999, we and Anschutz Digital Media, Inc. (“ADMI”) .an affiliate of Anschutz Company,
formed a joint venture called Qwest Digital Media, LLC that provides, advanced digital production, post-
production and transmission facilities, digital media storage and distribution services, telephony-based data
storage and enhanced services, access and routing services. We contributed approx1mately $84.8 million in the
form of a promissory note payable over nine years at an annual interest rate of 6%. At inception, Qwest and
ADMI each owned a 50% equity and voting interest in the joint venture. In June 2000, we acquired ‘an
additional 25% interest in QDM directly from ADMI. We paid approximately $48.2 million for the interest;
approximately $4.8 million in cash at closing and the remaining $43.4 million with a promissory note payable
in. December 2000, at an annual interest rate of 8%, which we paid, with approximately $1.8 million in interest,
on January 2, 2001. Following this transaction, we owned a 75% economic interest and 50% voting interest in
QDM and ADMI owned a 25% economic interest and a 50%: voting:interest. During 2001, ADMI made

* approximately $3.325 million in "capital contributions ‘to QDM. Also in 2001, ADMI loaned QDM
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approximately $3.7 million for working capital, of which there was $38,097 of accrued interest outstanding at
vear-end and of which $850,000 was repaid during the year. This loan is due on August 9, 2003, with interest
calculated at the pnme rate as quoted by Wells Fargo Bank, computed on a 360-day year

In October 1999, Qwest entered into a long-term Master Services Agreement with QDM under Wthh
QDM agreed to purchase approximately $119 million of telecommunication services through October 2008
and Qwest agreed to extend credit to QDM for the purpose of making payments for the telecommunications
services. Each October, QDM would be required to pay Qwest an amount equal to the difference between
certain specified annual commitment levels and the amount of services actually purchased under the Master
Services Agreement at that time. In October 2001, Qwest agreed to release QDM from its obligation to
acquire telecommunications services from Qwest in exchange for QDM forgiving Qwest’s $84.8 million
promissory note (after giving effect to a payment by Qwest of $2.5 million in accrued interest and $1.3 million

- in principal on the note). Prior to the termination of-the Master Services Agreement, Qwest advanced QDM

the amount QDM owed for accrued telecommunications services of $3.8 million and QDM applied the
advance to pay Qwest the amount owing for the services, including interest on amounts past due. Concurrently
with terminating the Master Services Agreement QDM repaid the $3.8 million advance under the Master
Services Agreement with interest. ‘

' " In December 2001; our management made a decision to discontinue funding QDM. In February 2002, a
determination was made to discontinue the QDM business. -

In October 1999, Qwest agreed to purchase certain telephony-related assets and all of the stock of
Precision Systems, Inc, a telecommunications solutions provider, from ADMI in exchange for a promissory
note in the amount of approximately $34 million. The note bears interest at 6% annually with semi-annual
interest payments and annual principal payments due through 2008. During 2001, we paid $2,034,333 in
interest and $340,000 in pnnc1pal on the note. At December 31, 2001, the outstanding accrued 1nterest on the
note was $375,870.

In September 2001 Anschutz Entertamment Group, Inc., an affiliate of Anschutz Company, purchased
furniture and equipment from QDM for $3.4 million in cash, a 3-year $600,000, non-interest bearing, note and
the assumption of approximately $1.7 million in future lease payment obligations. QDM originally acquired
the assets as part of ADMDI’s contribution to QDM’s capital and at the time of the contribution the assets were
valued at $6.9 million. At the time of sale, the assets had a book value of $4.2 million. The price of the assets
sold was determined based on a competitive bid process that resulted in a sale to the highest bidder. As of
December. 31, 2001, no payments had been made on the note The next payment of $200,000 is due
September 28, 2002. - :

AUDIT COMMITTEE REPORT

This section of the proxy statement will not be deemed incorporated by reference by any general
statement zncorporatmg by reference this proxy stalement into any ﬁllng under the Securities Act of 1933 or
under the Securities Exchange Act of 1934, except 10 the extent that we specifically incorporate this
information by reference, and will not otherwise be deemed filed under such Acts.

Our Audit Committee is compnsed of Linda G. Alvarado, Jordan L. Haines, Peter S. Hellman and W.
Thomas Stephens (Chairman). The Audit Committee has four independent directors (as defined under
applicable New York Stock Exchange rules) and operates under a written charter adopted by our Board on
July 12, 2000 and attached to last year’s proxy statement. The Audit Commlttee recommends and our Board
appomts our independent accountants.

g Management is respon51b1e for our. Company’s financial statements, internal controls and financial
reporting process. The independent accountants are responsible for performing an independent audit of our
consolidated financial statements in accordance with generally accepted auditing standards and for issuing a
report thereon. The Audit Committee’s responsibility is to monitor and oversee these processes. The members
of the Audit-Committee are not professionally engaged in the practice of auditing or accounting and are not
experts in the fields of accounting or auditing, including in respect of auditor independence. It is not the Audit
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Committee’s duty or responsibility to conduct auditing or accounting reviews or procedures. Therefore, the
Audit Committee has relied, without independent verification, on management’s representation that the
financial statements have been prepared with integrity and objectivity and in conformity with generally
accepted accounting principles and on the representations of the independent accountants included in their
report on the Company’s financial statements. Furthermore, the Audit Committee’s considerations and
discussions with management and the independent accountants do not assure that the Company’s financial
statements are presented in accordance with generally accepted accounting principles, that the audit of our
Company’s financial statements has been carried out in accordance with generally accepted auditing
standards, or that the independent accountants are in fact “independent.”

The Audit Committee has reviewed and discussed the consolidated financial staterments with manage-
ment and the independent accountants, including a discussion of the quality, not just the acceptability, of the
accounting principles, the reasonableness of significant judgments and the clarity of disclosures in the financial
statements. The Audit Committee discussed with the independent accountants matters required to be
discussed by the Statement on Auditing Standards No. 61 (Communication with Audit Committees), as
amended by Statement on Auditing Standards No. 89 (Audit Adjustments) and Statement on Auditing
Standards No. 90 (Audit Committee Communications). Our independent accountants also provided to the
Audit Committee the written disclosures required by Independence Standards Board Standard No. 1
(Independence Discussions with Audit Committees), and the Audit Committee discussed with the indepen-
dent accountants that firm’s independence.

Based upon the above-mentioned reviews and discussions and the report of the independent accountants
to the Audit Committee, and subject to the limitations on the role and responsibilities of the Audit Committee
referred to above, the Audit Committee, exercising its business judgment, recommended to our Board that the
audited consolidated financial statements be included in our Annual Report on Form 10-K for the year ended
December 31, 2001, filed with the Securities and Exchange Commission.

The Company is also required to include in its Annual Report on Form 10-K for the year ended
December 31, 2001 the audited financial statements of KPNQwest. The Company expects to file an
amendment to its Annual Report on Form 10-K to include thcsc audited financial statements on or before
June 30, 2002. The Company owns approximately 47. 5% of KPNQwest’s outstanding capital “stock.
KPNQwest’s financial statements are audited by Arthur Andersen LLP. One of the Company’s representa-
tives on KPNQwest’s Board is a member of KPNQwest’s audit committee. However, neither the Board nor
the Audit Committee at Qwest monitors or oversees KPNQwest’s internal controls, financial reporting
process, the audit of its financial statements by its independent accountants or any other aspect of its
accounting and- financial reporting processes.

Audit Committ‘ee

Linda G. Alvarado

Jordan L. Haines

Peter S. Hellman

W. Thomas Stephens, Chairman

PROPOSAL NO. 2
-~ SHAREHOLDER PROPOSAL

Mr. William A. Eckhardt, 16914 E. Britt Ct., Fountain Hills, AZ, 85268, who owns 200 shares of the
Company’s common stock, and Mr.‘PhiIip M. Graham, 1833 East Gary Street, Mesa, AZ, 85203, who owns
172 shares of the Company’s common stock, have given notice of their intention to present a proposal at the
2002- Annual Meeting. The proposal and the proponents’ supporting statement appear below in italics.

The proposal is identical to one presented by shareholders (including one of the proponents) at last year’s
annual meeting. More than 898 million shares (representing 74% of the votes cast) voted AGAINST the
proposal last year, and accordingly, the proposal was defeated.
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Management of Qwest strongly opposes adoption of the proposdl and asks shareholders to review
Management’s response, which follows the proposal and the proponents’ supporting statement.

The affirmative vote of the holders of a majority of the shares of common stock present, in person or
represented by proxy, and entitled to vote at the Annual Meeting is required to approve the proposal.

Our Board of Directors recommends that you vote AGAINST the shareholder proposal.

Shareholder Proposal

The shareholders of Qwest request the Board of Directors to seek shareholder approval in advance for all
future or renewed severance agreements with the Company’s executive officers, including so-called “golden
parachute” and “‘golden good-bye” provisions in employment agreements, that provide more generous pay-
outs than the severance and retirement benefits available to the Company’s other managers..

Supporting Staterhent

We believe that “golden parachute” severance agreements are among the most costly, wasteful and anti-
shareholder forms of execunve compensation. -

The Company’s 200! proxy revealed that our Companys CEO and at least two other top executive
officers are covered by multi-million dollar parachute provisions that can be triggered not just by a change in
control, but even by voluntary departures under a range of circumstances that we believe are contrary fo
stockholder interests. Without shareholder consent, we believe such severance agreements create potential
conflicts of interest and undermine shareholder confidence that executive pay is properly aligned with the long-
term interests of shareholders. '

Severance provisions in the employment agreement with CEO Joseph Nacchio are exiraordinary in our
view — and not only because they are so potentially costly. The parachute payments are triggered if Nacchio
resigns following a “change in control” that is defined to include “the acquisition of 20% or more of our
Company ... if the new acquirors own a larger percentage of Qwest than entities controlled by Philip F.
Anschutz,” the Company’s largest shareholder. While this golden parachute may benefit the Company’s CEOQ
and its largest stockholder — who is also chairman of the Board — in our opmzon itis unnecessarzly generous
and potentzally counterproductive.

According to the 2001 proxy, if Nacchio is terminated or resigns “‘for good reason,”’ which includes a
change in control as defined, he receives a $2.4 million lump sum (two times his base salary), continued
“welfare benefits” for two years, and extra gross-up payments 1o offset any tax penalty for excess parachute
payments under Internal Revenue Code Section 4999. Considering Nacchio received total compensation of
$96.2 million in 2000, we believe that even without a golden good-bye agreement he is more than adequately
compensated.

Golden severance agreements can be extremely costly to shareholders. One recent example affected many
current Qwest shareholders: When U S WEST merged with Qwest in 2000, former U S WEST CEO Solomon
Trujillo received a $230 million parachute package, according io a February 2001 report by the independent
Investor Responsibility Research Center.

Compare this to the treatment of Company retirees, many with 30 or more years of loyal service. Most
have received only one pension cost-of-living adjustment in the past 11 years, allowing inflation to steadily
erode the purchasing power of pensions earned over long careers {“Retirees Tread Water As Qwest CEO
Soars " Denver Post, May 6, 2001). .

Last year more than 317 million shares (26% of votes cast) were voted in favor of thzs proposal.
Resolutions requesting advance shareholder approval of golden parachutes also have recezved majority
support from stockholders of seven public companies since 1990.

We therefore urge you to VOTE FOR this resolution.
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Management’s Statem‘ent,AGAINST Shareholder Proposal

The probosal is identieal to one presented by shareholders (including one of the proponents) at last yt:ar s
annual meeting. More than 898 million shares (representing 74% of the votes cast) voted AGAINST the
proposal last year, and accordmgly, the proposal was defeated. :

Management of Qwest believes that the proposal submitted by the proponents is not in your best interests
as a shareholder of the Company for the reasons set forth below Accordlngly, we once again recommend that
you vote AGAINST the proposal.

The proposal asks the Board to obtain shareholder approval before entenng into any future severance
arrangements (or renewing any. existing severance arrangements) with our executive officers _that provide
“more generous pay-outs” than severance and retirement benefits available to, other managers. We believe
that the proposed standard of “more generous pay-outs” is subject to multiple interpretations. In our view, any
attempt by our Board to make the standard more definitive will sacrifice some of our flexibility to adapt to
evolving compensation practices in a competitive market for executive talent. In ‘any case, whenever a
proposed severance arrangement with a current or prospective executive officer might come within this
standard (whether as part of an initial employment offer, a new or renewed employment agreement, or
othérwise), we would not be able to finalize a key term of the executive’s employment without first convening
a shareholders meeting to seek approval of the severance arrangement. In such a circumstance, we would
either have to wait until the riext scheduled annual meeting, or call a special meeting of shareholders for this
purpose — a process that customarily takes up to several months. This delay and the uncertainty as to whether
the severance arrangement would ultimately be approved by shareholders could impair our ability to attract or
retain talented executives to manage our business. We believe that it is better if our Board and management
have the flexibility and authority to'determine the terms and levels of severance benefits when they decide to
hire or retain any of our executive officers.

Many other public companies in the United States have severance and other arrangements for their
officers and employees that provide for payments and other benefits upon termination, including terminations
that follow a change in control. Executive Compensatlon Advisory Services, which monitors and reports on
executive compensation practices at public companies, reported in 2001 that 86% of the over 950 S&P 500 and
Fortune 1000 companies in its database have provisions for severance payments, accelerated vesting of
options, or other benefits, following a change in control. We believe that these arrangements often protect
shareholder interests by helpmg stabilize management durlng the periods of uncertainty that accompany
changes of control.

Our employment and other agreements with Mr. Nacchio and certain other officers provide for increased
severance payments and benefits following a change in control. In addition, provisions in some of our stock and
benefit plans also protect or accelerate benefits to participants in the event of a change of control, unless the
Board determines otherwise. Some of the more important provisions of our severance arrangements are
summarized in this proxy statement in the section entitled “Compensation of Directors and Executive
Officers.” All 'of the arrangements have been approved by a committee of the Board that is made up of
directors who are not Company employees and who do not have any financial interest in the arrangements.

We disagree with the proponents’ characterizations of “parachute” arrangements as “wasteful,” “anti-
shareholder” and contrary to shareholder interests. We also disagree with the notion that these arrangements
somehow undermine shareholder confidence that executive pay is properly aligned with the long-term interests
of shareholders. To the contrary, we believe that severance arrangements help to ensure an executive’s
commitment and focus on the interests of the Company and its shareholders in a change in control context,
even though the change in control may result in the executive’s discharge.

We believe that some statements made by the proponents in their supporting statement present-an
incomplete picture. First, with regard to Mr. Nacchio’s compensation in fiscal 2000, we note that his. cash
compensation paid by the Company for that year was approx1mately $2.8 million. Mr. Nacchio’s cash
compensation for 2001 is reported elsewhere in this proxy statement. Our compensation professionals advise
us that these figures place Mr. Nacchio’s cash compensation somewhere between the median and 75th
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percentile when compared to cash compensation paid to CEO’s at peer technology and telecom companies
during each of these years. The balance of Mr. Nacchio’s compensation during these periods is largely
attributable to gains realized upon the exercise of his stock options — gains that were directly linked to
increases in sharcowner value. Second, the proponents refer to the severance package paid to former
U S WEST CEO Solomon Trujillo. While we believe that the figure reported by the Investor Responsibility
Research Center is incorrect, it is important to note that Mr. Trujillo’s severance package was put in place by
U S WEST prior to the merger with Qwest, and that Qwest was not consulted about, nor did Qwest have any
control over, the terms of the package or on the decision to pay Mr. Trujillo. Finally, we believe that the
proponents are incorrect in their statement about the number of cost-of-living adjustments received by our
retirees. Since 1990, we have increased pension payments or changed the minimum pension amount four
times. We continue to believe that our employee retirement plan — consisting of pension payments, medical
and dental benefits, life insurance, savmgs plan benefits and other bencﬁts — provides a very competitive level
of benefits for our retirees.

We believe that the voting results on similar proposals that have been presented at other companies in
recent years suggest that these types of proposals are typically rejected by most shareholders. The Investor
Responsibility Research Center has reported that between the years 1997 and 2001, proposals to limit,
eliminate or require shareholder approval of future change-in-control severance arrangements were submitted
for a shareholder vote at less than 45 public companies. The Investor Responsibility Research Center has also
reported that during that period, only one of these proposals was approved by a majority of the shares voted on
the matter, and on average, 70% -of the shares voting on the issue at these companies voted against the
proposal. This last figure is consistent with the voting results on this proposal at our 2001 annual meeting,
where the proposal was rejected by 74% of the votes cast.

Recommendation of the Board of Directors

For all of the foregoing reasons, the Board of Directors recommends that you vote AGAINST this
proposal. Proxies will be voted against this proposal unless you otherwise specify in the proxy.

As described in this proxy statement, each of our executive officers (including Mr. Nacchio, who is also a
director) has an employment agreement and participates in other compensatory plans and arrangements that
provide for severance payments and other benefits in the event of termination of employment following a
change in control. Accordingly, depending on how the proposal is interpreted, each of these persons may have
an interest in the outcome of the proposal. As a director, Mr. Nacchio abstained from the Board’s
recommendation. \

PROPOSAL NO. 3
SHAREHOLDER PROPOSAL

Mr. Richard M. Schneider, 14121 W. 72nd Avenue, Arvada, CO 80005, who owns 300 shares of the
Company’s common stock, and Ms. Hazel A. Floyd, 4660 Newton Street, Denver, CO 80211, who owns
286 shares of the Company’s common stock, have given notice of their intention to present a proposal at the
2002 Annual Meeting. The proposal and the proponents’ supporting statement appear below in italics.

The proposal is identical to one presented by shareholders (including one of the proponents) at last year’s
annual meeting. More than 1 billion shares (representing over 84% of the votes cast) voted AGAINST the
proposal last year, and accordingly, the proposal was defeated.

Management of Qwest strongly opposes adoption of the proposal and asks sharcholders to review
Management’s response, which follows the proposal and the proponents’ supporting statement.

The affirmative vote of the holders of a majority of the shares of common stock present, in person or
represented by proxy, and entitled to vote at the Annual Meeting is required to approve the proposal.

"Our Board of Directors recommends that you vote AGAINST the shareholder proposal.
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Shareholder Proposal

The stockholders of QWesl urge our Board of Directors to determine future awards of performance-based
compensation for top executive officers using a measure of net income from operations that does not include
accounting rule income, partzcalarly ‘pension credits” resulting from increases in the employee pension fund
surplus

Supporting Statement

The measure of “‘operating income” reported to shareholders is being inflated by “pension credits” from
gains in the independently-managed employee pension trust. We believe that including this accounting rule
income in calculations of executive compensatzon créates perverse incentives contrary to the best long-term
interests. of shareholders

Since 1999 a large and growzng portion of the Company s reported operazzng income has not been cash
flow from ordinary operations, but rather accounting income from “pension credits.” Business Week reported.
“At Qwest Communications, the bounty from pension plans contributed 253% to pretax income in 2000
(“Why Earnings Are Too Rosy,”” August 13, 2001).

Among S&P 500 firms, only two companies (USX and MecDermott International) received a proportion-
ately greater'contribution to pretax income from pension credits in 2000 than did Qwest, according to Credit
Suisse First Boston (“A Pension Accounting Primer,” June 13, 2001). Thanks to $319 million in pension
credits (up 111% from $151 million in-1999), Qwest turned what would have been a $193 million pretax loss
into a reported pretax gain of $126 million. Because pension credits potentially can turn an operating loss into
reported gains, we believe that reported earnings are an inappropriate benchmark for performance based
compensdtion,

The share of reported earnings from pension credits grew again during the first six months of 2001. The
Company reported pension credits (net of other post-retirement expenses) of $170 million compared with
8141 million for the same period in 2000. This represented 22%.0f the Company’s operatzng income, compared
to 9% in 2000. . :

“It’s worth noting that the income Qwest derived from its over-funded pension plan did not deliver any
actual cash to the Company to fund operations,” reported Barron’s ("Red-Handed?” July 9, 2001). In
practice, the pension surplus is not available to pay dividends, finance investments, or for other operating
purposes. ‘

“Though they are mixed in with the returns of the entire firm, the pension aspect of performance has
nothing to do with the current performance of the management,” wrote Jack Ciesielski, publisher of The
Analyst’s Accounting Observer (“Pondering Pensions: Addendum,” June 11, 2001). “The “earnings’ created
by pension plans will not inure to common stock investors,; pension assets are dedicated to a separate class of
stakeholders in the firm — the present and prospective pensioners.”

The $319 million in pension credits wasn't the only way management used the pension trust to inflate
reported earnings for 2000. The Business Week article reported: “Last vear, Qwest’s plan paid $27 million
toward employee severance” — layoff benefits which, pre-merger, U. S West paid from operating income
under zts Management Severance Plan.

In summary, we recommend that the Board adopt an explicit polzcy that excludes accounting rule profit
from calculations of performance- based pay. : .

Please VOTE FOR this resolution.

Management’s Statement AGAINST Shareholder Proposal

The proposal is identical to one presented by shareholders (including one of the proponents) at last year’s
annual meeting. More than 1 billion shares (representing over 84% of the votes cast) voted AGAINST the
proposal last year, and accordingly, the proposal was defeated.
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Management of Qwest believes that the proposal is not in your best interests as a shareholder of the
Company. We believe that, for purposes of our performance-based compensation programs, it is better to
determine awards on the basis of the financial and operating results that wc"rcport to our sharcholders
consistent with generally accepted accounting principles (“GAAP”) and other standards set forth by the
Financial Accounting Standards Board (the “FASB”) and the SEC. Accordingly, for this and the other
reasons discussed below, we recommend that you vote AGAINST this ‘proposal. ’

The proposal and supporting statement focus principally on “pension credits.” We think that it is helpful
to explain briefly what “pension credits” are and how we account for them. Under GAAP and applicable
FASB accounting standards, we are required to estimate and recognize the cost of providing a pension for each
participating employee over the period that the employee is expected to work for Qwest. Qur estimates are
partially based on assumptions made at the beginning of the year about the amount that will be earned
through investment of the funds held in the separate pension trust. We believe that our assumptions on
investment returns are realistic, and are consistent with those utilized by other large communications
companies and S&P 500 companies, including SBC Communications, BellSouth Corporation, Verizon
Communications, AT&T Corporation, Exxon Mobil, General Motors and General Electric. These assump-
tions on investment returns, however, usually differ (sometimes positively, sometimes negatively) from the
actual investment returns earned by the trust. We are required under the relevant accounting rules to adjust
our estimates over time to the actual investment returns. This adjustment, net of certain other accounting
adjustments, can result in a gain or “pension credit.”

We disagree with the proponents’ statements that pension credits “inflate” our earnings, and that the
inclusion in our operating results for purposes of determining executive compensation creates “perverse
incentives” for management. The manner in which we and other public companies account for and report
pension expense is mandated by and consistent with GAAP, applicable SEC requirements and various FASB
standards and guidelines. With respect to pension costs, we are required under the accounting principles
described above to recognize gains or losses when the actual investment return on the pension plan assets
varies from the level that was initially assumed for purposes of estimating pension expense. Adjustments
reflecting gains or losses are likely to be made each year, since there will almost certainly be variations
between our actual return on pension assets and the assumptions that we made in initially recording the
estimated pension expense. Accordingly, we do not believe that the pension expense adjustment is “accounting
rule income” (however defined), or that it “inflates” our earnings.

We also believe that the statistics cited by the proponents, comparing the level of pension credits to
operating income over the last few years, do not tell the complete story. First, these statistics fail to take into
account the dramatic effect of certain one-time charges associated with our merger with U S WEST. If you
look at pension credits as a percentage of our EBITDA (which is one of the primary measures we use to
determine short-term incentive compensation for our executives, and which is not affected by merger-related
and one-time charges) for the same periods, you would see that pension credits accounted for only
approximately 4.3% and 4.9% of our EBITDA in fiscal 2000 and fiscal 2001, respectively. Thus, we do not
believe that pension credits have contributed significantly to the measurements that we use to determine

- performance-based compensation to our executives.

We also disagree with the statements cited by the proponents to the effect that the income derived from
earnings on our pension plan assets does not affect the level of cash flow available to fund our operations. The
amount that we are required to contribute each year to fund the pension plan is determined in accordance with
the federal law commonly referred to as ERISA. In determining this amount, we take into account the
investment earnings on the plan assets. We believe, and our accountants and actuaries agree, that more
investment earnings on plan assets means that, over the life of the plan, we will need to fund less of our
pension obligation from operating cash flow, thereby allowing such cash flow to be used for other operating
and corporate purposes. Principally because of favorable earnings on plan assets, we have not been required to
make contributions to the plan in recent years, thereby making those funds available for other corporate
purposes.
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We believe that the administration of our compensation program -and the criteria to be used for awarding
performance-based compensation to our executive officers are best left to the discretion and expertise of our
Board. Furthermore, to the extent that we link these criteria to our financial and operating results, we believe
that we should use the same results that we report to our shareholders consrstent with GAAP, FASB
standards and apphcab]e SEC regulations. ‘

Recommendation of the Board of Directors

For all of the foregoing reasons, the Board of Directors recommends that you vote AGAINST this
proposal. Proxies will be voted against this proposal unless you otherwise specify in the proxy.

As described in this proxy statement, each of our executive officers (including Mr. Nacchio, who is also a
director) is eligible to receive cash bonuses and other forms of compensation that are determined in part based
upon our financial performance. Accordingly, depending on how the proposal is interpreted, each of these
persons may have an interest in the outcome of the proposal. As a dlrector Mr Nacchlo abstained from the
Board’s recommendation.

INDEPENDENT ACCOUNTANTS

Arthur Andersen LLP served as our independent accountants for the fiscal year ending December 31,
2001. In light of current circumstances relating to Arthur Andersen LLP, this engagement for 2002 is subject
to review by our Board. Effective March 2002, our Audit Committee determined that the Company will no
longer retain Arthur Andersen LLP for new non-audit engagements. A representative of our independent
accountants is expected to be present at the meeting, will have an opportunity to make a statement if he or she
so desires and will be available to respond to appropriate questions.

INDEPENDENT ACCOUNTANTS’ FEES
Arthur Andersen LLP billed us the following fees in 2001:

Audit Fees. The aggregate fees billed by Arthur Andersen LLP for professiorlal services rendered for the -
audit of our annual financial statements for the year ended December 31, 2001 were $1,354,905.

Financial Information Systems Design and Implementatlon Fees. There were no fees related to this
service.

All Other Fees. The aggregate fees billed for services rendered by Arthur Andersen LLP for 2001, other
than the services described above, were $10,469,656 including:

Other audit related services™® . ... ... ... ... .. i e $2,162,816
Tax related SErVICES . . . oottt e $1,958,176
Consulting services for litigation, information technology, management reporting

and other MatterS . .. ..ottt et $6,348,664

* QOther audit-related services include consultation pertaining to registration statements, periodic reports and
other SEC filings, preparation of comfort letters in connection with the offering of our securities,
preparation of audited statements and other reports required by certain regulatory agencies, audits of
employee benefit plans, audits of subsidiary financial statements, acquisition due diligence and general
accounting consultation.

Our Audit Committee determined that Arthur Andersen LLP’s provision of non-audit services is
compatible with maintaining Arthur Andersen LLP’s independence.
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ANNUAL REPORT ON FORM 10-K

If you request, we will provide you with a copy of our Annual Report on Form 10-K for the 2001 fiscal
year. You should send your written requests to our Corporate Secretary, at Qwest Communications
International Inc. at 1801 California Street, Denver, Colorado 80202. The exhibits to the Annual Report on
Form 10-K are available upon payment of charges that approximate our cost of reproduction.

OTHER MATTERS

We have not received notice of and do not expect any matters to be presented for a vote at the meeting,
other than the three proposals described in the proxy statement. If you grant a proxy, the person named as
proxy holder, Yash A. Rana, or his nomineg or substitute, will have the discretion to vote your shares on any
additional matters properly presented for a vote at the meeting. If for any unforeseen reason, any of our
nominees are not available as a candidate for Class 11 director, the proxy holder will vote your proxy for such
other candidate or candidates nominated by our Board.

By Order of the Board of Directors

VaLs AL

Drake S. Tempest
Executive Vice President, General Counsel, Chlef
Administrative Officer, and Corporate Secretary

Denver, Colorado
April 8, 2002
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SELECTED PORTIONS OF QWEST’S 2001 ANNUAL REPORT TO SHAREHOLDERS
Following are selected portions of Qwest’s 2001 Annual Report. Our 2001 Annual Report will be

available on the Internet beginning April 10, 2002. To view the Annual Report online, visit our website at

WWW
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.qwest.com/shareholder2002.
To request a printed copy be mailed:

(1) please complete the form at www.qwest.com/about/investor and then select “request
materials” or

(2) please write to Investor Relations, Qwest Communications International Inc., 1801 California
Street, 51st Floor, Denver, Colorado 80202.
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Selected Financial Data

Quwest's acquisition of U S WEST (the “Merger”) was effective June 30,
2000. Qwest accounted for the Merger as a reverse acquisition under

the purchase method of accounting, with U S WEST being'deemed the

dceounting acquiror and Qwest the acquired entity. The 2001 amounts’

reflect actual results of operations. for the merged Qwest entity. The

selected financial data (other than adjusted EBITDA) in the table
below is presented on an as reported basis in accordance with GAAP
(referred fo as “As Reported”). For the year ended December 3 1, 2000,

the amounts. reflect the results of operations for (i} U S WEST from

January 1, 2000 through June 30‘, 2000 and (i) the combined U S WEST
and pre-Merger Qwest entity from July 1, 2000 through the end of the

year. Amounts reflected below for the years ended December 31,1999,

~1998 and 1997 represent the consolldofed results of operations for

U S WEST only. You can refer to “Management’s Discussion and Analysis

of Financial Condition and Results of Operations” and the notes to the
consolidated financial statements for information regarding matters that

might cause the financial data presented herein not to be indicative of

- Qwest’s futuré financial condition or results of operations.

Year Ended December 31, (Dollars in millions, except pell ;hore amounts) 2001 2000 1999 1998 1997
Operating revenues $ 19,695 $ 16,610  § 13,182  § 12,395  § 11,521
Operating expenses 18,875 14,787 9,845 ‘ 9,346 " 8,745
Operating income 820 1,823 3,337 3,049 2,776
{Loss) income before extraordinary item and
cumulative effect of change in accounting principle (3,958) (81) 1,102 1,508 1,527
Net (loss) income!") ‘ $ (4,023) $ (81) $ 1,342 $ 1,508 $ 1,524
(Loss) earnings per share:
" Basic (2.42) $ -(0.06) 3 1.54 3 1.76 $ 1.83
Diluted (2.42) (0.06) 1.52 1.75 1.79
Weighted average common shares outstanding
{thousands):® ‘
Basic 1,661,133 1,272,088 872,309 854,967 834,831
Diluted 1,661,133 1,272,088 880,753 862,581 849,497
Dividends per common share $§ 0.05 $ 031 $ 1.36 $  1.24 $ 1.24
Adjusted EBITDA®® $ 7,353 $ 6,917 $ 5,704 $ 5,248 $ 4,939
Balance sheet data: .
Total assets $ 73,781 $ 73,501 $ 23,272 $ 18,407 $ 17,667
"Total debt!4) 25,003 19,066 13,071 9,919 5,715
Debt to total capital ratio 40.55% 31.58% 91.24% 92.93% 56.69%
Other data:
Net cash provided by operations $ 4,034 $ 3,681 $ 4,546 $ 3,927 $ 4,19
Net cash used in investing activities (8,623) (4,794) (6,462) (2,769) (2,087}
Net cash provided by (used for) financing activities 4,692 1,189 1,945 (1,136) (2,157)
Capital expenditures 8,543 6,597 3,944 2,905 2,672

Amounts in footnote (1) are on an after-tax basis. Also, os described in footnote {2} below, all shore and per share amounts for the periods 1997 through 2000 assume the conversion of
‘U S WEST common stack into Qwest common stack.

{1) 2001. 2001 net loss includes o charge of $459 million {30.28 per diluted share) for restructuring and other charges, a charge of $3.048 billion ($1.83 per diluted share) for the
write-down of the Company’s investment in KPNQwest, a ch[:rge of $275 million {$0.17 per diluted share} for Mergerrelated costs, o charge of $136 million ($0.08 per diluted share) for o
depreciation adjustment on access lines returned to service, a charge of $151 million ($0.09 per diluted share) for investment write-downs, a charge of $65 million {$0.04 per diluted share)
for the early retirement of debt, a gain of $31 million {$0.02 per diluted share) for the sale of rurol exchanges, a gain on the sale of investments of $16 million ($0. o1 per diluted share), a
charge of $13 million ($0.01 per diluted share) for restructuring charges associated with an equny investment and o $4 million charge {no impact on diluted loss per share) for the decline in
market value of certain financial instruments.

2000. 2000 net loss includes o charge of $1.096 billion {$0.86 per diluted share) for Merger+elated costs, a charge of $560 million ($0.44 per diluted share) for the decline in the market
value of certain financial instruments and a net gain of $182 million ($0.14 per diluted share) on the sales of investments.

1999. 1999 net income includes expenses of $282 million {$0.32 per diluted share} related to a terminated merger, a loss of $225 million ($0.24 per diluted share) on the sale of marketable
securities, o charge of $34 million {$0.04 per diluted share) on the decline in the market value of derivative financial instruments and $240 million {$0.27 per diluted share) for the cumulative
eHect of a change in accounting principle related to recognizing directory publishing revenues and expenses on the “point of publication” method.

1998. 1998 net income includes expenses of $68 million ($0.08 per diluted share) associated with the June 12, 1998 separation of U S WEST’s former parent company into two independent
companies (the “Separation”} and an asset impairment charge of $21 million ($0.02 per diluted share).

F-1



1997. 1997 net income includes a $152 million regulatory charge ($0.18 per diluted share) related primarily to the 1997 Washington State Supreme Court ruling thot upheld a Washington
rate order, a gain of $32 million {($0.04 per diluted share) on the sale of U S WEST’s one-seventh interest in Bell Communications Research, Inc., a gain of $48 million ($0.06 per diluted share}
an the sales of local telephone exchanges and an extraordinary charge of $3 million ($0.00 per diluted share) for the early éxtinguishment of debt.

(2) In connection with the Merger, each outstanding share of U S WEST common stock was converted into the right to receive 1.72932 shares of Qwest common stock {and cash in lieu of
fractional shares). The weighted-average common shares ouistanding assume the 1-for-1.72932 conversion of U S§ WEST shares for Qwest shares for all periods presented. In addition,
weiéhted-overage comman shares outstanding also assume a one-for-one conversion of U § WEST Communications Group (“Communications Group”) common shares outstonding into shares
of U S WEST as of the Separction date. The 1998 weighted-cverage common shares outstanding include the issuonce of opproximetely 28,786,000 shares of common stock aftributoble to the
contribution to U § WEST by its former parent company of the businesses of the Communications Group and the domestic directories business of U S WEST Dex, Inc.

{3) Adjusted earnings before interest, taxes, depreciotion and amortization (“adjusted EBITDA”) does not include non-recurring and non-operating items, which for the relevant periods.includes
restructuring charges, Mergervelated and other charges, asset write-offs and impairments, gains/losses on the sale of investments and fixed assefs, gains/losses on sales of rural exchanges,
changes in the market values of investments, cerfain legal charges, Separation charges ond certain regulatory rate refunds. The Company uses adjusted EBITDA as a measure of its operating
performance. The Company believes that adjusted EBITDA is important to investors in the Company’s debt and equity securities and to analysts that cover these securities because it is one measure
of the income generated that is available fo service debt. Adjusted EBITDA does not represent cash flow for the periods presented and should not be considered as an alternative to cash flows
as a source of liquidity. Mareover, the items excluded from the colculation of adjusted EBITDA are significant components in understanding and assessing the Company's financial performance.
Qwest's definition of adjusted EBITDA is not necessarily comporable with EBITDA (earnings before interest, taxes, depreciation and amortization) or adjusted EBITDA as used by other compa-
nies or with similar concepts used in Qwest’s debt instruments. Adjusted EBITDA is reported as a complement to the financial results in accordance with GAAP and is presented to provide
investors additional information concerning the Company’s operations. You can find a reconciliation of adjusted EBITDA fo pretax income in Note 12 to the consolidated financial statements.
(4) Amounts include outstonding commercial poper borrowings of $3.165 billion, $2.106 billion, $1.265 billion, $951 millien and $62 million for 2001, 2000, 1999, 1998 ond 1997,
respectively, and exclude unconditional purchase obligations, operating leases, letters of credit ond guarantees. At December 31, 2001, the amount of those unconditional purchase obligations,
operating leases, letters of credit and guarantees wos approximately $6.5 billion.
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Business Description

Business Overview

Qwest Communications International Inc. (“Qwest” or the “Company”)
provides local telecommunications and related services, wireless serv-
ices and directory services in the 14-state local service area of Arizona,
Colorado, Idaho, lowa, Minnesota,; Montana, Nebraska, New Mexico,
North Dokota, Oregon, South Dakota, Utah, Washington and Wyoming
{“local service area”). The Company provides reliable, scalable and

secure broadband data, voice and image communications globally.

Qwest serves global and national business and government customers, -

and residential and small business: customers primarily in the local

service areaq.

Qwest is incorporated under the laws of the State of Deloware and its
principal executive offices are located at 1801 California Street, Denver,
Colorado 80202, telephone number (303) 992-1400. Qwest was a
wholly-owned subsidiary of the Anschutz Company until the Company

issued commion stock in an initial public offering on June 23, 1997. .

For a discussion of certain risks applicable to Qwest's business, finan-
cial condition and results of operations, see the risk factors described
in “Special Note Regarding Forward-Looking Statements” on page F- 39
of Management’s Discussion and Analysis of Financial Condition and

Results of Operations.

Operations

Quwest has been managing its operations on the basis of its products
ond services in four segments: {1) retail services, {2) wholesale serv-
ices, (3) network services and:(4) directory services. The Company
intends to ‘chonge its segment reporting beginning in 2002, however,
to reflect the way in which Qwest is managing its operations in 2002.
. The new segments will be: (1) business services, {2) consumer services,
(3) wholesale services, (4) directory services and (5) network services.
You can find additional financial information on Qwest's segments in
Note 12 to the consolidcted finoncial statements. The segment revenue
percentages contained in this section of the Annual Report are based
upon financial results prepared in accordance with generally accepted

accounting principles in the United States ("GAAP").

Retail Services

Quwest offers a wide variety of retail products and services in a'variety |

of categories that help people and businesses communicate via multi-
ple electronic mediums. Qwest sells these products and services directly
to residential users, businesses, educationol institutions and govern-
mental agencies. Qwest also sells these products and services to other

telecommunications companies and Infernet service providers {"ISPs”),
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for resale to a variety of end users. These companies may also use
Quwest's products and services' with respect to -the-transport of their
customers' telecommunications. The following reflects the key categories

of Qwest's retail products and services.

Voice Communications. Qwest offers voice communications that include

basic local exchange telephone service and Cenirex services.

- Local exchange telephone services: Qwest operates its local exchange

" telephone service in its local service area. The local exchange fele-
phone service connects its customer’s home or office to Qwest's
telephone network in order to originate and terminate voice and data
telecommunications. Qwest also offers additional voice products such
as Private Branch Exchange (“PBX”} and Direct Inward Dial (“DID"}.
PBX allows the customer to have multiple telephone numbers carried
on one large frunk between the customer premise and the telephone
exchange. DID allows the client to dicl others within the company
using only an extension. In addition to these local telephone services,
Qwest provides a number of enhanced service features, such as ‘
Caller ID, Call Waiting, 3-Way Calling, and Voice Mail. Qwest retail
services segment also derives revenue from directory assistance and
public telephone service.

+ Centrex services: Qwest’s Centrex product is offered predominantly
to smc" businesses and government customers with needs in voice
communications. The Centrex product offers the customer all of the
advantages of a personal telephone system without the expense of
owning the equipment. The central office provides all of the features

directly fo the business.

Advanced Data and IP Products. Qwest offers a broad range of prod-
ucts and services to transport voice, dctd and video telecommunications
that use evolving transport methods that optimize Qwest's existing net-
work and'incorporate Internet protocol (“IP”) téchnology. This technol-
ogy lowers costs and incfecses transmission speeds. Qwest believes
that these services and products will be a key component of its overall
growth. Qwest views these products and services as follows:

* Data;

» IP-enabled products and services; and

* Web hosting.

Data: Qwest's data products include a number of products offered pri-
marily fo businesses, telecommunications companies, government agen-
cies and ISPs. These products and services are used by businesses to
facilitate a variety of their internal and external data transmissions,
such as transferring files from one location to another. Qwest’s tele-

communications ond ISP customers use these products and services



primarily to enable their customers to transmit large amounts of data, very

quickly, over Brocdbond infrastructure. Some of these products include:

. Asynchrénous Transfer Mode {"ATM”), which is o broadband, net-
work transport service that provides a fast, efficient way to electron-
ically move large quantities of information over a highly reliable,
scalable, secure fiber optic network.

« Frame Relay, which is o fast packet switching technology thot allows
date to trave!l in individual packets of variable length. The key
advantage to this-approach is that a frame relay network can accom-
modate data packets of various sizes associated with virtually any
data protocol.

« Private Lines, which are direct circuits or channels that are specifically
dedicated to the use of an end-user organization for the purpose of
directly connecting two or more sites in a multi-site enterprise. Private
lines offer a cost effective solution for frequent communication of large
amounts of data between sites.

- Integrated Services Digital Network (“ISDN"), which is a compre-
hensive digital network architecture allowing users to transmit voice,
daota, video and imoge—sepearately or simultaneously-—over standard
telephone lines or fiber optics.

- Customer Premises Equipment (“CPE"), which Qwest resells and
leases from leading equipment manufacturers, includes equipment
such as phones, modems, routers and switches. Qwest provides serv-

ices related to the CPE for a wide variety.of customer network needs.

IP: IP-enabled products assist in the transmission of voice, data and
video using Qwest’s fiber optic broadband network. These products
include the following:

+ Dedicated Internet Access (“DIA"}, which offers customers always-on
Internet access ranging from 64 Kilobits to 10 Gigabits per second,
which are the highest rates currently available in the industry.

* Virtual Private Network {“VPN"), which allows businesses with multi-
ple office locations to create a private network managed by Qwest
that connects only their various offices. VPN allows for both voice and
data communications and provides businesses with a secure alterna-

tive to meet their offices’ communication needs.

Internet Dial Access, which provides ISP customers with a compre-
hensive, reliable, cost-effective dial-up network infrastructure. The
Company’s dial products are primarily designed for established ISPs
with strong networking capabilities looking to expand their existing
dial networks, as well as smaller 1SPs desiring to increase their dial-
up Infernet access coverage.

- Digitcl Subscriber Line products (“DSL"), which provide residential and
business customers o digitol modem technology that converts their
existing telephone lines into higher bandwidth facilities for video and

high-speed data communications to the Internet or private networks.

Web Hosting: Qwest offers its customers both shared and dedicated
hosting on its servers. Alternatively, Qwest offers co-located hosting
services for customers who prefer to use their own servers but locate
them at a Qwest Web hosting center. Additionally, Qwest offers each
of its Web hosting customers application hosting services to help design

and manage the customer’s website and. their hosted applications.

During 2001, Qwest operated 16 Web hosting centers (“CyberCenters®™”),
offering business customers a variety of Web hosting and application
services including Qwest’s e-solutions, a'suite of Web hosting, appli-
cation service provider, and professional consulting services. The
CyberCenters are directly connected to Qwest's fiber optic broadband
network and each operates in o high-security environment to-safeguard
the customer’s hosting operations. As a result of the slowing economy
and the current excess capacity for Web hosting, the Company has sus-
pended its plans to build CyberCenters where construction had not
begun and has halted further construction on those currently under con-.
struction. You can find additional information on restructuring charges
associated with the CyberCenters in Note 13 to the consolidated finan-

cial statements.

Wireless Services and Products. Qwest holds 10 MHz licenses to pro-
vide Personal Communications Service (“PCS”) in most markets in. its
local service area. Qwest offers wireless services in 28 of these mar-
kets. Qwest's integrated service enables its customers to use the same
telephone number for their wireless phone as.for their home or business
phone. Qwest also serves wireless customers in.20 smaller markets in
its local service area through a joint venture with Touch America, Inc.
Qwest provides digital services in the 1900 MHz band. Qwest’s PCS
licenses were issued in 1997 with 10-year terms and are renewable
for successive. 10-year terms within Federal Communications Commis-

sion (“FCC") regulations.

Long-Distance Services. Qwest provides two types of long-distance com-

munications services fo residential and business customers.

- Qwest provides intraLATA long-distance service to its customers
nationwide including within its local service area. IntralATA long-
distance service refers to services that cross local exchange arec
boundaries but originate and terminate within the same geographic
local access and transport area, or LATA. There are 27 LATAs through-
out Qwest's local service area. These services include calls that ter-
minate outside a caller’s local calling area but within their LATA, wide
area telecommunications service or “800" services for customers with
highly concentrated demand and special services, such as tfransport

of data, radio and video.
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. Qwest also provides interLATA  long-distance services to customers
outside of its local service area. These services include originating
long-distance services for communications that cross LATA boundaries,
and “800” services where calls terminate outside the Qwest local
service area. Qwest intends fo begin offering interLATA services within
its local service ares in 2002. Qwest currently plans to have filed for
interLATA long-distance approval with the FCC for all states in its local
service area by mid-2002 and expects to receive approval of the

applications within 90 days of each filing.

Qwest sells its retail products and services through a variety of chan-
nels including direct-sales morketing, telemarketing and orrangements

with third-party agents.

Optical Capacity Asset Sales. The Company sells optical capacity on
its.network primarily to other telecommunications service providers in
the form of sales of specific channels on Qwest's “lit” network or sales
of specific dark fiber strands. These arrangements have typically been
structured as indefeasible rights. of use, or IRUs, which are the exclu-
sive right to use a specifiédfcmoun‘r of copacity or fiber for a specified
period of time, usually 20 years or more..In some cases, Qwest enters
into iwo fransactions that occur at the same time: one to sell IRUs to
companies and a second to acquire optical capacity from such com-
panies. These arrangements are referred to as “contemporaneous trans-
actions” These purchases allow the Company to expand its fiber optic
network both domestically and internationally. Based on a number of
factors impacting demand for_optical asset sales reflecting customers’.
desires currently to satisfy their needs on o short-term basis, the Com-
pany does not anticipate entering into. IRU transactions but may enter
into short-term operating leases for fiber or capacity. Qwest will not
enter into such leases involving routes with an.end-point in a state in
Qwest’s local service area until Qwest has obtained permission to offer

interLATA services in that state.’

For the years ended December 31; 2001, 2000 and 1999, revenue
from retail services accounted for approximately 76%, 71% and 66%,

respectively, of Qwest’s total revenue.

Wholesale Services

Quwest provides network transport, switching and billing services in its
local service area to competitive local exchange carriers (“CLECs”),
interexchange carriers (“IXCs”) and wireless carriers. CLECs are com-
munications companies certified by a stc‘te Public Utility Commission or
similar agency ("PUC") that provide iocal exchange service within a
LATA, including LATAs within the local service area. IXCs provide long-

distance services to end-users by handling calls that ore made from a

phone exchange in one LATA to an exchange in another LATA. Com-
petitive communications companies often operate as both CLECs and
IXCs. Qwest also provides wholesale products such as conventional

private line services to other communications providers, 15Ps and other

“data service companies and ‘high-volume voice services. Qwest will

be allowed to provide wholesale interLATA network transport services
within its local service areo following FCC approval of the interLATA

applications as discussed under “Regulation” below.

Quwest selis these services (1) by means of interconnection agreements
approved by PUCs, (2} by reference to its filed Statement of Generally
Available Terms and Conditions, (3) through iis tariffs and.contracts and

(4)-through advertising on its website.

For the years ended December 31, 2001, 2000 and 1999, revenue
from wholesale services accounted for approximately 15%, 19% ond

21%, respectively, of Qwest's total revenue.

Network Services
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Qwest's network services segment provides access to the Company's
telecommunications network, including Qwest's information technolo-
gies supporting the network, primarily to customers of the Company’s
retail services and wholesale services segments.

For the years ended December 31, 2001, 2000 and 1999, revenue
from network services accounted for approximately 1%, 1% and 2%,

respectively, of Qwest’s total revenue.

Directory Services

Qwest Dex, Inc. (“Dex”) is the largest telephone directory publisher in
the local service area. Virtually all of Dex’s revenues are derived from
the sale of advertising in its various directories. In 2001, Dex distrib-
uted approximately 45 million. copies of its directories to businesses
and residences in the local service area. Dex-also provides ancillary
directory-related services, including an Internet-based directory and
database marketing services. Dex distributes its published directories

to residents in its local service area through a third-party vendor.

For the years ended December 31, 2001, 2000 and 1999, revenue
from directory services accounted for approximately 8%, 9% and 11%,

respectively, of Qwest's total revenue.

The Company's Network

Qwest's principal asset is its telecommunications network, which con-

sists of both its traditional telephone communications network and the



Qwest Macro Capacity® Fiber Network, which is also referred to below

as the “fiber optic broadband network”

Quwest provides traditional communications technology in its local
service area through its traditional telephone network. The traditional
telephone network is defined as all equipment used.in processing
telecommunications fransactions from end users through to the equip-
ment terminating or handing off the transaction within the local service
area. The Company provides this service through its puElic switched
telephone network (“PSTN”}. PSTN refers to the worldwide voice tele-
phone network that is accessible to every person with a telephone and
a dial tone. Qwest's traditional telephone network is made up of both
copper cables and fiber optic broadband cables and serves approxi-
mately 25 million customers in its local service area. Qwest invested

nearly $3.7 billion to maintain and expand this network during 2001.

In addition to the traditional telephone network in its local service areq,
Quwest continued to expand its gldbcl fiber optic broadband network
in 2001. During the year, the Company added significant international
capacity and now offers high-speed, high-capacity connectivity to six
continents with a total network footprint of more than 190,000 route-
miles. The North American portion of the fiber optic broadband net-
work, including both in and out of the Compcny’s»loccl service areaq,
reaches over 32,000 route-miles. The network is equipped with state-
of-the-art transmission electronics and is designed fo support IP as well
as other alternative information transfer standards used for data and

voice transmissions.

Qwest’s fiber optic broadband network connects over 195 major cities
worldwide. Qwest continues to expand its global broadband services
portfolio to include end+4o-end connectivity for the Company’s broad-
band data services to large and multi-location enterprises and other
telecommunications carriers in key United States metropoliton markets.
End-to-end connectivity provides customers with the ability to transmit
and receive information at high speed through the entire connection
path rather than be limited by dial-up connection speeds. Qwest is
using its completed metropolitan area network (“MAN") fiber rings that
it built as part of the nationwide backbone construction to expand the
sales of its broadband data and voice products ond services to busi-
nesses primarily outside of its local service area. Qwest utilizes its exist-
ing MAN rings and in-building rights-of-way to expand service to
existing customers and provide service to new customers who have
locations on or near a ring or in a building where Qwest has a right-

of-way or a physical presence.

F-6

KPNQwest, N.V., a European communications company in which Qwest
owns a 47.5% equity interest ("KPNQuwest”), built and operates o high-
capacity, pan-European fiber optic, IP-based network that connects
50 cities in 15 countries throughout Europe. In March 2002, KPNQwest
acquired certain assets of Global TeleSystems, Inc. (“GTS"). With the
acquisition of GTS, KPNQwest's network expanded to 15,600 route-
miles of fiber optic cable and reaches over 60 cities. In addition, the GTS
acquisition added nearly 48,000 European accounts and 17 hosting
centers to KPNQwest's operations. Through the Company’s relationship
with KPNQwest, which is discussed in the Management’s Discussion
and Analysis of Financial Condition ona Results of Operations, Qwest
is able to provide end-to-end connectivity for customers with transmis-

sions terminating on the KPNQwest network.

Regulation

As a general matter, Qwest is subject to substantial regulation, includ-
ing requirements and restrictions arising under the 1996 Telecommuni-
cations Act (the “1996 Act”), state utility laws, and the rules and
policies of the FCC, state PUCs and other governmental entities. This
regulation, among other matters, currently pro.hibifs the Company (with
certain exceptions) from providing retail or wholesale interLATA tele-
communications services within its local service area, and governs the
terms and conditions under which Qwest provides services to its
customers (including competing CLECs, wireless service providers and

IXCs in the Company’s local service area).

Interconnection. The FCC is continuing to interpret the obligations of
incumbent local exchange carriers (“ILECs”) under the 1996 Act to
interconnect their networks with, and make unbundled network elements
available to, CLECs. These decisions establish Qwest’s obligations in
its local service area, and the Company’s rights when it competes out-
sidé of its local service area. In January 2002 the FCC initiated its
Triennial Review of Unbundled Network Elements in which it seeks to
ensure that the framework established in the 1996 Act remains current
given advances in-technology and developments in the markets for
telecommunications services. The outcome of this proceeding may affect
Qwest’s current obligations regarding sharing its network with its
competitors. In addition, the United States Supreme Court is now con-
sidering an appeal from a ruling of the Eighth Circuit Court of Appeals
that the FCC’s rules for the pricing of interconnection and unbundled
network elements by ILECs unlawfully preclude ILECs from recovering

their actual costs as required by the 1996 Act.

Access Pricing. The FCC has initiated a number ‘of proceedings that

could affect the rates and charges for access services that the Company




sells or purchases. It is expected that these proceedings and related

implementation of resﬂlﬁng FCC decisions will continue through 2002.

On May 31, 2000, the FCC adopted the access reform and universal
service plan developed by the Coalition for Affordable Local and
Long-Distance Service (“CALLS"). The adoption of the CALLS proposal
resolved a number of outstanding issues before the FCC. The CALLS
plon has a five-year life and provides for the following: elimination of
the residential presubscribed.interexchange carrier charge; increases
in subscriber line charges; reductions in switched access usage rates;
the removal of certain implicit universal service support from access
charges and direct recovery from end users; and corﬁmitmenis from par-
ficipating IXCs to pass through access charge reductions to end users.

Quwest has opted into the five-year CALLS plan.

Advanced Telecommunications Services. The FCC has ruled that
advanced services provided by an ILEC are covered by those pvrovisions
of the 1996 Act that govern telephone exchange and exchange access
services. Qwest challenged this finding, contending that advanced
services fit within neither category and are not properly treated as
exchange services. On April 20, 2001, the Court of Appeals vacated
and remanded to the FCC its classification of DSL-based .advanced
services. In January 2002 the FCC released a Notice of Proposed Rule-
making regarding the Regulatory Requirements for ILEC Broadband Tele-
communications Services. In this proceeding the FCC seeks comment
on what changes should be made in traditional regulatory requirements
to reflect the competitive market and create incentives for broadband

services growth and investment.

InterLATA Long-Distance Entry. Several Regional Bell Operating
Companies (“RBOCs”) have filed for entry into the interLATA long-
distance business. Although many of these applications have been
supported by state PU’Cs, the FCC had rejected all uppliccfion§ until
December 1999. As of March 25, 2002, the FCC has granted long-
distance authority to RBOCs operating in the states of Arkansas,
Connecticut, Kansas, Massachusetts, Missouri, New York, Oklahoma,
Pennsylvania, Rhode Island and Texas. Applications are pending that,
if granted by the FCC, would permit the relevant RBOC to provide
interLATA services in the states of Georgia, Louisiana, Maine, New
Jersey and Vermont, and applications are expected to be filed with the

FCC during 2002 covering numerous additional states.

Qwest has filed applications with all of its local service area state PUCs
for support of its planned applications to the FCC for authority to enter
the interLATA long-distance business. Workshops and related proceed-

ings are complete in twelve of Qwest’s fourteen local service area

states, and hearings are underway in the remaining, two Qwest local
sérvice area states. Qwest agreed to test operational support systems
("OSS”) on a regional basis in thirteen states, and festing of those sys-
tems began in March 2001. Testing in Arizona was conducted sepa-
rately, and began in February 2001. OSS testing is in its final stages
and state proceedings on the Qwest applications are in progress.
Qwest currently plans to have filed for interLATA fong-disicnée approval
with the FCC for cll states in its local service area by mid-2002 and
expects to receive approval of the applications within 90 days of each
filing. However, there can be no assurance that the Company will be
in a position to make these applications to the FCC on its current sched-

ule, or will obtain timely FCC approval of these applications.

Reciprocal Compensation for ISPs. On April 27, 2001, the FCC issued
an Order with regard to intercarrier 'compenscﬂion for 1SP bound traffic.
The Order required carriers serving ISP bound traffic to reduce recip-
rocal compensation rates over a 36-month period beginning with an
initial reduction to $0.0015 per minute of use and ending with a rate
of $0.0007 per minute of use. In addition, a cap was placed on the
number of minutes of use on which the terminating carrier may charge
such rates. This reduction will lower costs that Qwest pays CLECs for
delivering such traffic to other carriers although Qwest does not expect

that this will have a material effect on its results of operations.

Financial Information about Geographic Areas

Qwest provides a variety of telecommunications services on o national
and international basis to global and national business, small business,
government and residential customers. It is impractical for Qwest to pro-

vide financial information about geographic areas.

Properties _

Qwest's principal properties do not lend themselves to simple descrip-
tion by character and location. The percentage aliocation of the
Company’s gross investment in plant, property and equipment consisted

of the following:

2001

Decemnber 31, 2000
Land and buildings 9% 7%
Communications network 40% 38%
Other network equipment 41% 40%
General purpose computers and other 8% 8%
Construction in progress ~ : 2% 1 7%

100% 100%




Land and buildings consists of land, land improvements, central office
and certain administrative office buildings. Communications network
primarily consists of switches, routers and transmission electronics.
Other network equipment primarily includes conduit and cable.
General purpose computers and other consists principally of comput-
ers, office equipment, vehicles and other general support equipment.
The Compdny owns substantially all of its telecommunications equip-
ment required for its business. Total investment in plant, property and
equipment was approximately $55.1 billion and $48.5 billion at
December 31, 2001 and 2000, respectively; including the effect of

retirements, but before deducting accumulated depreciation.

Qwest-installed fiber optic cable is faid under the various rights-of-way
held by the Company. Qwest owns and leases sales offices in major
metropolitan locations both in the United States and internationally.
Quwest’s network management centers are located primarily in owned
buildings situated on land owned in fee ot various locations in geo-
graphic areas that the Company serves. Substantially all of the instal-
lations of. central office ‘equipment for the Company’s local service
business are located in buildings dnd on land owned by Qwest.

Qwest’s public switched telephone network is predominately located

within its local service area.

Legal Proceedings

For o discussion of legal proceedings arising before December 31,
2001, see Note 11 to the consolidated financial statements. The
following describes matters since December 31, 2001 with respect to

certain legal proceedings.

On February 14, 2002, the Minnesota Department of Commerce filed
a formal complaint against Qwest with the Minnesota Public Utilities
Commission alleging that Qwest, in contravention of federal.and state
law, failed to file interconnection agreements with the Minnesota PUC
relating to certain of its wholesale customers, and thereby allegedly dis-
criminating against other CLECs. The complaint seeks civil penalties
related to such alleged violations between $50 million and $200 mil-
lion. This proceeding is at an early stage. Other states in the local serv-
ice area are looking into similar matters and further prdceedings may
ensue in those states.

On February 19 and February 25, 2002, two purported class action
complaints were filed in federal district court in Colorado against Qwest,
Joseph P. Nacchio and Robin R. Szeliga. These complaints purport to
be filed on behalf of purchasers of Qwest’s publicly traded stock between
April 19, 2000 and February 13, 2002. The complaints allege, among
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other things, that during the class period, Qwest and the individual
defendants made material false statements regarding the results of
operations in violation of sections 10(b) and 20(a) of the Securities
Exchange Act of 1934 (the “Exchange Act”) and that Qwest’s financial
results during the class period and statements regarding those results
were false.and misleading due to the alleged failure to disclose four
transactions between Qwest and KMC Telecom Holdings, Inc. (“KMC”).
The compiaints seek unspecified compensatory damages and other relief.
On February 27, 2002, lead plaintiffs in the consolidated securities
action, which is described in Note 11 to the consolidated financial
statements, moved to consolidate these complaints with the consoli-

dated securities action.

On March 13, 2002, a purported class action complaint was filed in
federal district court in Colorado on behalf of purchasers of Qwest's
publicly traded stock between April 19, 2000 and February 13, 2002,
In addition to the defendants named in the ‘actions filed on Febru
ary 19, 2002 and February 25, 2002, this complaint names as defen-
dants Afshin Mohebbi and Robert S. Woodruff. The' complaint alleges
generally the same facts as the two purported class actions filed on
February 19 and February 25, 2002, and like those actions, alleges
that during the class period, Qwest.and the individual defendants made
material false statements regarding the results of operations in violation
of sections 10(b) and 20(a) of the Exchange Act and that Qwest’s finan-
cial results during the class period and statements regarding those
results were false and misleading due to the alleged failure to disclose
four transactions between Qwest and KMC. in addition, the complaint
alteges that Qwest’s financial results were misleading because of the
alleged failure to disclose unspecified transactions with Calpoint LLC
(“Calpoint”) that were similar in nature to the transactions alleged
involving KMC. The complaint also alleges that Messrs. Nacchio and
Woodruff and Ms. Szeliga sold shares of Qwest’s common stock in vio-

lation of section 10(b) of the Exchange Act.

In March 2002, lead plaintiffs in the consolidated securities action filed
a motion for leave to file a Second Amended Consolidated Compleint
that seeks to: add new claims; extend the putative class pericd so that
it begins on Aprit 19, 2000 and ends on February 14, 2002; and add
Lewis O. Wilks, a former Qwest officer, and others as defendants. In
March 2002, the defendants filed oppositions to plaintiffs’ motion for
leave to file a Second Amended Consolidated Complaint. The court has

not ruled on the motion.

In March 2002, three putative class action suits were filed in federal
district court in Colorado on behalf of all participants and beneficiaries

of the Qwest Savings and Investment Plan (the “Plan”) since March 7,




1999, and name as defendants Qwest, Qwest’s directors and the
administrators and directors of the Plan. The suits, which are brought
under the Employee Retirement Income Security Act and- seek- restitu-
tion and other relief, allege that the defendants breached fidu‘ciary
duties to the Plan members due to the percentage of the investment of
the Plan’s assets in Qwest stock and purportedly failing to provide accu-
rate information about the Company's financial condition and the risks
associated with investing in Qwest’s stock. No other action has taken

place with respect to these suits.

In March 2002, the Denver regional office of the Securities and Exchange
Commission (“SEC") requested that Qwest voluntarily produce docu:

ments relating to (1) sales of optical assets (iRUs), particularly with

respect to contemporaneous fransactions, (2) sales of equipment to com-

panies from which Qwest then boug.hf Internet services or to which it
contributed equity financing, including sales to KMC and Calpoint, and

{8) changes in the production schedules and lives of some of the Com-

pany’s directories. The Company intends to fully respond to this requesf.'

Although the Company cannot predict what policies, practices or pro-
cedures, if any, might be subject to any disagreement with the SEC, it
does not believe that if the SEC were to require Qwest to restate earn-
ings for prior periods (including 1999, 2000 or 2001) it would have
a material effect on the Company’s previously stated revenues or adjusted
EBITDA (as defined below) on an As Reported (as defined below) or
a pro forma normalized basis. However, if such a restatement were
required, it may have a material effect on Qwest's reported net income
or earnings per share, on an As Reported or pro forma normalized
basis, for 1999 through 2001. You can find additional information

about this matter in Note 15 to the consolidated financial statements.

The Company understands that the SEC has been focusing on pro forma
reporting presentations by public companies. With respect to the Com-
pany, the staff of the SEC has conducted an investigation concerning
its earnings release for the fourth quarter and full year 2000 issued on
January 24, 2001. The release provided pro forma normalized earn-
ings information that excluded certain nonrecurring expense and income
items resulting primarily from Qwest's acquisition of U S WEST, Inc.
("U S WEST”). The staff has decided to recommend that the SEC author-
ize an action against Qwest that would allege Qwest should also have
included in the earnings release a statement of Qwest’s GAAP earnings.

The Company believes that an action by the SEC would be without merit.
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Certain statements set forth below under this caption constitute “forward
looking statements” within the meaning of the Private Securities Litigation
Reform Act of 1995. See “Special Note Regarding Forward-Looking
Statements” on page F-39 in this section for additional factors relating to
such statements as well as for a discussion of certain risk factors oppli-

. cable to Qwest’s business, financia! condition and results of operations.

Results of Operations

- Overview. As a result of the consummation of the Merger on June 30,
2000, the discussion and analysis of the results of operations for the
three years in the period ended December 31, 2001 addresses the
transition that is taking place. This transition spans the period from July
1999, when the agreement to merge was reached, through 2001,
when the integration was substantially complete. The Company antici-
pates the transition will be complete with the culmination of the com-
bination of the operations in the second half of 2002, when the
Company expects to re-enter the interLATA long-distance business within

its local service area.

The onalysis is organized in o woy that provides the informotion
required, while highlighting the information that the Com>pony believes
identifies the relevant trends going forward. In addition to the discus-
sion of the historical information that tracks the current repbrﬁng pres-
entation of the Qwest financial statements, an overview of the segment
results and a pro forma presentation is provided that tracks the way.the
Company reports its financial results to the investment community.
Unless otherwise indicated, all information is presented on an "As

Reported” basis in accordance with GAAP.

Qwest accounted for the Merger os a reverse acquisition under the pur-
chase method of accounting. For accounting purposes, U 5 WEST was
deemed the accounting acquirer and its historical financial statements
have been carried forward as those of the combined company. In con-
nection with the Merger, each outstanding share of U S WEST common
stock was converted into the right to receive 1.72932 shares of Qwest
common stock (and cash in lieu of fractional shares). In addition, all
outstanding U S WEST stock options were converted into options to
acquire Qwest common stock. All share and per share amounts have

been restated to give retroactive effect to the exchange ratio.

Information pl;esenied for 1999 and the first six months of 2000 rep-
resents the local telecommunications services, wireless services and
directory services of U § WEST, primarily in the local service area.
U S WEST was organized in this period and operated in four segments:
(1) retail services, (2) wholesale services, (3) network services and

(4) directory services. At the time of the Merger, pre-Merger Qwest was

transitioning from operating in two segments, communications services
and construction services, to three segments based on its customers:
business, consumer and wholesale. Information for the last six months
of 2000 and all of 2001 represenis the combined U S WEST and
pre-Merger Qwest businesses. As a result of the Merger and the time
required to combine reporting systems, the Company retained the
organization and reporting segment structure of U S WEST for the tran-

sition period through the year ended December 31, 2001.

Since the systems and operations have been integrated, Qwest has
organized, and will report going forward, on the basis of the Com-
pany’s customers, products and services. As a result, the Company
intends fo change its segments beginning in 2002 to the following:
(1) business services, (2) consumer services, (3) wholesale services,
(4) directory services and (5) neMork services. The new segments will

reflect the operational management of the Company that goes forward

following the completion of the transition described above.
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2001 Compared with 2000 As Reported Results

The Merger significantly impacts the comparison of the results of operations between 2001 and 2000. The analysis thot follows is based on the

As Reported results and is organized by statement of operations line item.

Year Ended December 31, {Dollars in millions, except per share amounts)

Increase (Decrease)

2001 2000
Operating revenues: L :
Commercial services $ 11,118 $ 8,436 $ 2,682 31.8%
Consumer services 5,900 . 5,360 - 540 10.1%
Directory services 1,604 1,530 74 4.8%
Switched access services 1,073 1,284 (211) (16.4%)
Total operating revenues 19,695 16,610 3,085 18.6%
Operating expenses:

' Cost of sales 7,111 4,923 2,188 44.4%
Sellihg, general and administrative 5,231 4,770 461 9.7%
Depreciation ' 3,994 12,706 1,288 47.6%
Goodwill and other intangible amortization 1,341 636 " 705 110.8%
Restructuring, Merger+elated and other charges 1,198 1,752 (554) (31.6%)

Total operating expeﬁses 18,875 14,787 4,088 27.6%.
Operating income 820 1,823 (1,003) (55.0%)
Other expense {income):
Interest expense—net 1,442 1,041 401 38.5%
Investment write-downs 3,294 447 2,847 636.9%
Decline in market value of financial instruments 7 470 . (463) . . (98.5%)
(Gain) loss on sales of rural exchanges-and fixed assets 51) 28 - 79 (282.1%)
Gain on sale of investments (26) (327) 301 92.0%
Other expense—net 112 . 38 74 194.7%
Tota! other expense—net 4,778 1,697 3,081 181.6%
{Loss) income before income taxes and é)’druordinory item (3,958) 126 (4,084) (3,241.3%)
Provision for income taxes » ' — 207 (207) {100.0%)
Loss before extraordinary item (3,958} (81) . (3,877) 4,786.4%
Extraordinary item—early refirement of debt, net of tax (65) —_ (65) —
Net loss $ (4,023) $ (81) $ (3,942) 4,866.7%
Diluted loss per share $  (2.42) $ (0.06) $ (2.34) 3,933.3%
Non-GAAP financial information:
Adjusted EBITDA™M $ 7,353 $ 6,917 $ 436 6.3%

(1) See footnote {3) to Selected Financial Data for the definition of adjusted EBITDA and for o discussion of certain limitations in considering this measure of the Company's dperating performance.
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Revenues. Tofal revenues: The Company’s revenues are generated from
a variety of services and products. Commercial and consumer services
revenues are derived principally from voice services such as basic
monthly fees for telephone service, fees for calling services such as
voice messaging and Caller ID, special access revenues from end-users
buying local exchange capacity to support their private networks and
inter- and intralATA long-distance services. Also included in commer-
cial and consumer revenues are retail and wholesale services such as

Internet protocol (“IP”) (which includes, among other things, digital sub-

scriber line (“DSL”), dedicated Internet access ("DIA”), virtual private

networks (“VPN”), dial Internet access, professional services and Web
hosting), other data services (including, among other things, traditional
private lines, frame relay, integrated services digifal network (“ISDN")
and asynchronous transfer mode ("ATM”)), optical capacity asset sales
and wireless products and services. Directory services revenues are
generated primarily frbm selling advertising in the Company’s pub-
lished directories. Switched access s.ervices revenues are derived
principally from charges to interexchonge carriers (“IXCs”) for use
of the Company’s local network to connect customers to their long-

distance networks.

Total revenues for 2001 grew by 18.6%, as compared to 2000, pri-
marily due to the impact of the Merger. As previously disclosed, the
2001 results include the results of a full twelve months of pre-Merger
Qwest's business, compared to six months for 2000. in addition, reve-
nues increased due to greater commercial services revenues driven by
IP.and data services and increased optical capacity asset sales. Volume
increases in traditional private lines, frame relay, DIA, VPN, ISDN,
Web hosting and wireless products and services also contributed to
the growth. Data and IP services revenues represented 27% of total
revenues for 2001, up from 21% in 2000. The data and P serv-
ices revenues grew by almost 54%, to $5.403 billion in 2001 from
$3.513 billion in 2000. In addition, DSL customers grew by almost
74% over 2000 to 448,000. The Company expects the data and IP
services businesses to continue 1o become a greater portion of overall
Company revenues in the future. The increase in revenue was offset by
reductions in both commercial and consumer local voice revenues and
intralATA toll revenues in Qwest’s local service area as a result of com-
petition and the current economic conditions. Total access lines declined

by approximately 300,000 or 2% during 2001.

The Company's revenue growth has been and may continue to be neg-
atively affected by the downturn in the economy within the Company’s

local service area. Additionally, revenue growth will be impacted by

the fundamental shift in demand for optical capacity asset sales as cus-
tomers shift away from network asset purchases to arrangements satis-
fying their short-term needs. The Company does not expect to enter into
optical capacity asset sales in 2002 that would result in up-front rev-
enue recognition. Also, the Company’s CyberCenters that are currently
operational may continue to experience lower than expected utilization

as long as the prevailing economic conditions persist.

Commercial services revenues: Commercial services revenues are
derived from sales of IP, data, voice and wireless products and serv-
ices provided to wholesale, large business and small business cus-
tomers. The increase in commercial services revenues for 2001 as
compared to 2000 was $2.682 billion or 31.8%, and was primarily
aftributable o the Merger and an increase in optical capacity asset
sales. Approximately $2.0 billion of the increase is aftributable to
including a full twelve months of pre-Merger Qwest's business in 2001,
compared to six months in 2000. As part of this Me}ger impact, dur-
ing 2001 Qwest recognized $1.013 billion in revenues from optical
capacity asset sales versus $468 million in 2000, an increase of 116%.
These arrangements are typically structured as indefeasible rights of
use, or IRUs. You can find a more complete discussion of the account-
ing, treatment of revenue recognition for these optical capacity asset
sales in the discussion of “Significant Accounting Policies” that follows
in Management'’s Discussion and Analysis of Financial Condition ond
Results of Operations. Additional growth in IP (DSL, DIA, VPN and
Internet dial access), Web hosting and data services also contributed

to the increase.

The increase in commercial services revenues was partially offset by a
decrease in local voice service revenues sold to businesses as a result
of the slowing economy, competitive losses and technology displace-
ment. Access lines used by small business customers decreased by
147,000 in 2001 over 2000. This reflects the fact that businesses
were converting their multiple single access lines to a lower number of
high-speed, high-capacity lines allowing for the transport of multiple
simultaneous telephone calls and transmission of data at higher rates
of speed. On a voice-grade equivalent basis, however, total business
access lines grew 31.9% when comparing 2001 to 2000. A voice-
grade equivalent is the amount of capacity equal to one telephone call.
A voice-grade equivalent basis is the outcome of measuring all resi-
dential and business access lines as if they were converted to single
access lines that have the ability to fransmit and receive only one voice

transmission at a time.
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Consumer services revenues: Consumer services revenues are derived
from sales of IP, data, voice and wireless products and serviées to the
consumer market. The increase in consumer services revenues in 2001
over 2000 of $540 million or over 10% was principally attributable to
the impact of the Merger. Approximately $300 million of the increase
is attributable to including a.full twelve months of pre-Merger Qwest's
business in 2001, compared to six months in- 2000. In addition to
the Merger, consumer services revenues also increased due to sales of
wireless products and dota services. Wireless products and. services
revenue ‘in 2001 increased. by 51% from $436 million in 2000 fo
$660 million in 2001, Although average revenue per wireless user
decreased from $56.00 in 2000 to $54.00 in 2001, the Company’s
penefration percentage (Qwest's  wireless subscribers divided by the
total number of subscribers in the poinfs-of-presénce the Company
covérs) grew in the rﬁcrkets it serves from 4.89% in 2000to 5.73% in
2001. The number of net new wireless subscribers in 2002, however,
is expected to be impacted by the current economic conditions that
may slow the rate of growth in subscribers and wireless revenues. Other
factors that contributed to the .growth in consumer services revenue
were improved DSL service revenues and sales of bundled packages
such as CustomChoice™ and Total Package™ (which include the phone
line, calling features and/or wireless services and DSL) to Qwest’s con-
sumer’ customers. The Company's bundled products and services are
sold at prices 'iower than 1Hey could be sold individually in exchange
for longer-term customer commitments and higher overall per customer
revenue. Partially offsetting these increases were declines in local serv-
‘ice revenues from decreasing consumer-access lines and intralATA toll
revenues in Qwest's local service area. These declines were the result
of the slowing economy, competitive losses and technology displace-
ment {for example, where a wireless phone replaces the need for a lond-

based telephone line).

Dlrecfory services revenues: The increase in directory services revenue
for 2001 compared to 2000 ‘was $74 million or 4.8%. Of this
increase, $60 million was a result of an increase in advertising rates
and higher sales of premium cdver,ﬁsemen'rs.. In. addition, $14 million
of the increase was the result of netting a $42 million net increase
resulting from changes in the period covered by certain directories (usu-
" ally from 12 months to 13 months) against a $28 million net decrease
resulting from -a directory that was published once in.2001 as com-
pared to twice in 2000. The period covered by this directory was short-
ened from 12 months to 11 months (for 2000 only}-and the directory
was published in béth January 2000 and December 2000 (instead of
January 2001). )
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Switched access services revenues: Switched access services revenues
are. derived from-inter- and intrastate switched access from IXCs. The
decrease in switched access services revenues of 16.4% or $211 mil-
lion for 2001 as compared to 2000 was primarily affributable to fed-
eral access reform that reduced the rates Qwest was able to collect for
switched access services. This decrease also reflects competitive losses
that have resulted in a reduction in billable access minutes of use. These
decreases were partially offset by increased interstate subscriber line

charges (“SLCs"). The Company believes revenues from switched

access services will continue to be negatively impacted by competition

ond federal and state access reform. Qwest believes that occess reform
measures will continue to include increases in other charges, such as

SLCs, to partially offset access charge reductions.

Expenses. Cost of sales: Cost of sales includes the following costs

directly attributable to a product or service: salaries and wages,

benefits, materials and supplies, contracted engineering services, net-
work access costs, computer systems support, and the cost-of products

sold. Of the $2.2 billion increase in cost of sales in 2001 over 2000,

approximately $1.3 billion is attributable to including o full twelve

months of pre-Merger Qwest’s results-in 2001, compared to six months _
in 2000. . . - .

Cost of sales as a percent of revenue was 36.1% for 2001 and 29.6%

for 2000. The increase in cost of sales as a percent of revenue was

principally due to a shift in the product mix to growth products and serv-

ices with. higher initial fixed costs.

The infroduction. of-new product platforms, including Qwest's Internet
dial and hosting infrastructure, increuéed Qwest’s cost of sales without
corresponding increases in revenues, as the networks were completed
during 2001. In addition, the increase in cost of sales as a percent of
revenue was partly attributable to the greater. optical capacity asset -
sales in 2001 versys 2000. The average gross margin on optical .
capacity asset sales declined from approximately 50% in 2000 to

approximately 48% in 2001 as a result of lower prices.

Opgerational efficiencies were realized through the consolidation of
core operational -units that provide common services and by leverag-
ing Qwest's purchasing power throughout the Company.-Further cost
reductions are anticipated in 2002 and thereafter as the Company’s
restructuring plan is implemented and Qwest focuses on reducing its
facilities co;:‘.ts by negotioting lower rates and by migrating Qwest serv-
ices carried on other telecommunications services providers networks

onto Qwest's facilities. -



Some of these possible savings will be offset by increases in wages and
pension expense as a result of the changes associated with the union
c'c"mtrocf agreement reached in 2001. You con find additional infor-
mation regording employee benefits in Note 7 to the consolidated

financial statements.

Selling, general and administrative (“SG&A”) expenses: SG&A
expenses include salaries and wages not directly oftributable to a prod-
uct or service, benefits, sales commissions, bad debt charges, rent for
administrative space, advertising, professional service fees, computer sys-

terns support and taxes other than income taxes. -

SG&A increased $461 million fo $5.231 billion in 2001 from
$4.770 billion in 2000. SG&A increased $570 million due to the inclu-
sion of a full twelve months of pre-Merger Qwest’s business in 2001,
corﬁpcred to six months in.2000. Other increases in three areas also
contributed to the overall increase in SG&A. The Company increased
its bad debt expense to cover slow-paying and non-paying customers.
Professional fees for Qwest grew during 2001 versus 2000 as a result
of the Company’s efforts to re-enter the interlLATA long-distance market
“and the outsourcing of certain functions such ‘as call centers. The Com-
pany saw an increase in rent expense associated primarily with the

opening of seven CyberCenters during 2000.

Partially offsetting the increase in' SG&A was an increase in the pen:
sion credit (net of other post-retirement benefits) and lower taxes (cther
thon income toxes). Further offsefting the increose wos o reduction in
advertising and lower commissions due to changes in the Company's
commission compensation plan. The Company reduced the number of
employees by 6,500 during 2001, o portion of which also impacts cost

of sales.

“For 2001, results include a pension credit, net of post-retirement
- expenses, of $343 million ($210 million after-tax or $0.13 per diluted

share) compared to $299 million ($182 million ofter-tax or $0.14 per

diluted shore) during 2000. The net pension credit is o function of the

amount of pension and post-retirement benefits earned, interest on pro-
- jected benefit obligations, amortization of costs and credits from prior
benefit changes and the expected return on the assets held in the
vorious plans. The 2000 net pension credit excludes the effect of
$106 million curtailment gain. The curtailment gain is the benefit asso-
ciated with the post-Merger termination of retiree medical benefits for
all former U S WEST employees who did not meet certain eligibility
requirements. The pension credit, net of post-retirement expenses,
was allocated partially to cost of sales and the remaining balance

to SG&A. The interest component of the net pension charge accounted

for the increase in the net pension.credit. The interest cost component
decrecsea $46 million or 4.4% between periods because of a decrease
in interest associated with Moody’s AA-rated Corporate Bonds. The
Company expects. that its 2002 pension credit will be lower then in
2001 due to the volatile equity market conditions of 2001 and 2000
ond the scheduled increase in pension benefits required under the union
contract. Qwest also expects its post-retirement expenses to increase
as a result-of rising health care rates. As @ result, Qwest expects its
pension credit, net of post-retirement expenses for 2002, to be approx-
imately $300 million less than in 2001. You can find additional infor-
mation on the Company’s pension and post-retirement plans in Note 7
to the consolidated financial statements. Also, for a discussion of the
accounting treaiment and’ assumptions regarding pension and post-
retirement benefits, see the discussion of “Significant Accounting Poli-
cies” presented on page F-33. Absent the net pension credit, operating
income would have been $477 million and $1.524 billion in 2001 and
2000, respectively.

Depreciation expense: Depreciation expense is associated with
Qwest's property, plant, equipment, capital leases, capitalized software
and certain intangible assets. The increase in depreciation expense for
2001 compared to 2000 was primarily attributable to higher overall
property, plant and equipment balances resulting from the Company's
capital spending program, as well as the impact of the Merger. In addi-
tion, there was an .increase in depreciation related to a “catch-up”
charge for access lines returned to service as described below. Qwest
continued to invest in its network and service platforms to support”
re-entry into the long-distance business in the Company’s local service

area and to moke ongoing service improvements.

During 1999 aond 2000, U S WEST agreed to sell approximately
800,000 access lines to third-party telecommunications service
providers, including opproximately 570,000 access lines to Citizens
Communications Company (“Citizens”) in nine states. Because these
access lines were classified as “held for sale” U S WEST discontinued
recognizing depreciation expense on these assets and recorded them

at the lower of their cost or fair value less estimated cost to sell.

On July 20, 2001, Qwest terminated its agreement with Citizens under
which the majority of the remaining access lines in eight states were to
have been sold and ceased actively marketing the remaining lines. As
a result, the remaining access lines in eight states were reclassified as
being “held for use” as of June 30, 2001. The access lines were meas-
ured individually at the lower of their (a} carrying value before they

were classified as held for sale, adjusted for any depreciation expense
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or impairment losses that would have been recognized had the ossets
- been continuously classified as held for use, or (b) their estimated fair
value ot June 30, 2001. The required adjustments to the carrying value
- of the individual access lines were included in operating income for
2001. This resulted in o charge:to depreciation of $222 million to
“catch-up” the depreciation on these access lines for the period they

were held for sale.

Goodwill and other intangible amortization expense: For 2001,
amortization expense increased by $705 million over amortization
expense in 2000. The increase was primarily associated with the
Merger including the final allocation of the Merger purchase price. You
can find more information regarding the final purchase price allocation
in Note 1 to the consolidated financial statements. The final purchase
price allocation to identifiable intangible assets and goodwill was $4.1

- billion and $30.8 billion, respectively. Additionally, the carrying value

of the Company’s investment in KPNQwest was increased to $4.8 billion

which created an excess basis of $4.2 billion over Qwest's propor-
tionate share of KPNQwest's net assets. The excess basis, as reduced
from time-to time if necessary to reflect other than temporary declines
in ‘morket valde, will be amortized over o ten-year period. In the sec-
ond quarter of 2001, Qwest’s investment in KPNQwest was reduced
by $3.048 :billion due to an other than temporary decline in market
value. You canfind information regarding the factars considered. in
the write-down in the discussion regarding “InveSfménis" in “Significant
Accounting Policies” on page F-33 and in Note 3 to the consolidated
financial statements. To comply with Statement of Financial Account-
ing Standards {“SFAS”) No. 142, “Goodwill and Other Intangible
Assets,” the Company will cease amortization of its goodwill and cer-
-tain other intangibles, each with indefinite lives, on January 1, 2002.
This should result in an annual decrease in amortization expense of
approximately $900 million in 2002 and the next severol years. You
<an find more information regording SFAS No. 142 and its impact on
financial results by referring to the discussion of “Significant Accounting
Policies” and “New Accounting Standards” presented on pages F-33

and F-36, respectively.

Restructuring, Merger-related and other charges: Qwest incurred
restructuring, Mergervelated and other charges totaling $1.198 billion
in 2001 and Mergerselated and other charges of $1.752 billion in
2000. During the fourth quarter of 2001, the Company approved ¢
restructuring plan to further reduce its costs and as a result, the data
below for restructuring and other charges reflect costs recognized in
that quarter. As the Company incurred substantially all of the Merger-
related charges by June 30, 2001, the 2001 dota below for Merger-

related and other charges reflects costs incurred through June 30,
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2001, subject to the adjustments described below. A breakdown of these

costs is as follows:

Year Ended December 31, 2001 2000

Restructuring’”  Mergerrelated  Mergerrelated

' & Cther & Other & Other
{Dollars in millions) Charges Charges Charges
éonfrccfual settlements and
‘ legat conﬁngent‘:ies . $ 129 $ 115 3 734
Severance CI.It’Id employee- ‘ '
' r?eidfed chcrées 332 4 187 572
CyberCentér sublease losses ‘ E
and leasehold write-offs 165 — -
Other charges | 123 147 446
Total restructuring, Merger-
related and other charges  § 749 $ 449 $ 1,752

Restructuring and other charges: During the fourth quarter of 2001;
the Company approved a plan to reduce current employee levels in
addition to the Mergerrelated reductions, consclidate and sublease
facilities and abandon certain capital projects, terminate. certain oper;
ating leases-and recognize ‘certain asset impairments. The Company
recorded a restructuring charge of $749 million to cover the costs asso-

ciated with these actions as more fully described below.

The Company occupies-administrative and network operations build-
ings under operating leases with varying terms. Due to the reduction in
employees and the consolidation of operations, the Company-expects
to terminate 40 operating lease agreements across the country within
the next 12 months. The Company recorded a charge of $129 rillion

related to the termination of these operdting lease agreements.

In order o streamline the business and consolidate operations to meet
lower customer demand resulting from the current economic conditions,
the Company identified a net recjucﬁon of 11,000 employees and
contractors in various functional areas, in addition to previous reduc-
tions in connection with the Merger. The severance charge of $332 mil-
lion relates to involuntary separation costs for approximately 10,000
employees.- The Company expects the remainder of the reduction to
be ‘achieved through aftrition. As of December 31, 2001, over 4,000
employees had been-involuntarily separated by the Company and cash -
severance payments totaling $32 million had been mcdg relating to
these separations. The Company expecis the remaining employee

separations to be completed by June 30, 2002.



The Company operates 16 Web hosting centers (“CyberCenters”)
across the country that are subject to various operating leases. Qwest
also has several CyberCenters currently under construction that would
require additional capital outlays before they are functional. Finally, the
Company has some CyberCenter facilities under lease where no con-
struction work has begun. As a result of the slowing economy and the
current excess capacity for Web hosting, the Company has suspended
its plans to build CyberCenters where construction had not begun and
has halted further construction on those currently under construction.
The Company expects to sublease the ma]ori?y'of the non-operational
CyberCenters within the next 12 months at rates less than Qwest's lease
rates for the facilities. Th.e Company recorded a charge of $112 mil-
lion for expected sublease losses. In addition, the Company wrote-off
$53 million in leasehold improvements at CyberCenters that were

partially complete.

Other restructuring charges primarily include asset impairment charges.
Asset impairment charges of $51 million relate mainly to the assets of
two development projects. Because both projects were incomplete
and abandoned, the fair value of these assets was determined to
‘be zero. These assets were operated by the: Company's network serv-
ices segment and represented certain equipment and other assets. The

Company also reviewed all internal software projects in process and

determined that certain projects with a carrying value of $68 million -

would no longer be pursued. Because the projects were incomplete
ond abandoned, the fair value of such software was determined to be
zero. The abandoned projects included various billing and other sys-

tem enhancements.

Merger-related and other charges: Contractual settlements ond legal
contingencies for 2001 and 2000 of $115 million and $734 million,
respectively, were incurred fo cancel various commitments no longer
deemed necessary as a result of the Merger and to seftle various claims

related to the Merger.

In connection with the Merger, Qwest reduced its employee and con-
tractor levels by over 14,000 people primarily by eliminating duplicate
functions. These employees were terminated prior to December 31,
2001. Included in the 2001 and 2000 severance and émp‘|oyee—re|ated
charges of $187 million and $572 million, respectively, were costs asso-
ciated with payments to employees who involuntarily leff the business
since the consummation of thé Merger and, for 2000, $102 million in

payments that were subject to.the successful completion of the Merger.

Other ‘charges were $147 million and $446 million for 2001 ond
2000, respectively. The other charges in 2001 were comprised of
$33 million related to abandeoned software, $19 million of asset impair-
ment charges and $95 million of professional fees, re-branding costs
and other costs associated with the Merger. The other charges in 2000
were comprised of a $226 million asset impairment charge for access
lines, $114 million relating to abandoned software, a $106 million
post-retirement benefit plan curtailment gain and $212 miilion of pro-
fessional fees, re-branding costs and -other costs associoted with the
Merger. The Company considered only those costs that were incre-

mental and directly related to the Merger to be Mergerrelated.

After the Merger, the Company evaluated its assets for potential impair-
ment and concluded that the fair value of some of the assets was below
their carrying value. In most cases, the decline in fair value was based

upon the Company’s different intent os to the use of those ossets or

“completion of projects after the Merger. The $19 million impairment

charge in 2001 was primarily associated with certain inventory and
equipment acquired before the Merger. Qwest concluded the fair value
of these items to be minimal and, therefore, the Company recorded a
charge for the full carrying value of these assets. The Company also
evaluated for impairment its dedicated special-purpose access lines
that it leases to. CLECs. Given the industry conditions and regulatory
changes affecting CLECs in 2000, and given the fact that these access
lines have no alternative use and cannot be sold or re-deployed, the
Company concluded that the net future cash flows from the assets was
negative and that sufficient cash flow would not be generated to
recover the carrying value of thosé assets. Therefore, the Company
concluded that the fair value of those assets was minimal and took
a.$226 million charge in 2000. These assets are operated by the

Company’s wholesale services segment.

Following the Merger, the Company reviewed all internal software proj-
ects in process and determined that certain projects that had been ini-

tiated by U S WEST should no longer be pursued. Because the projects

were incomplete and abandoned, the fair value of such software was

determined to be zero. Capitalized software costs of $33 million and
$114 million were written off in 2001 and 2000, respectively. The
abandoned projects. included a significant billing system replacement

and a customer database system.

Offsetting the 2000 Mergerrelated costs was a $106 million post-
retirement benefit plan curtailment gain. This gain resulted from the post-
Merger termination of retiree medical benefits for all former U S WEST
employees who did not have 20 years of service by December 31,

2000 or would not be service pension eligible by December 31, 2003.
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The 2001 Merger+elated and other charges of $449 million were net
of $164 million in re_versols of previously recorded Merger accruals.
~ The reversals were recorded in the fourth quarter of 2001 and resulted

from favorable developments in the underlying matters.

As those matters idenfified os legal contingencies associated with con-
tract settlements and-legal contingencies are resolved, any amounts will
be paid at that'time. Any differences between amounts accrued and
actual payments will be reflected .in results of operations as an adjust-

ment to Mergerrelated and other charges.

Total other expense—net: Total other expense—net includes interest
expense, interest income and other non-operating items such as invest-
ment write-downs, gains and losses on the sales of investments and
fixed assets, declines in derivative instrument market values and the
Company’s share of income or loss for investments accounted for under
the equity method of accounting. Interest expense was $1.442 billion
for 2001, compared to $1.041 billién for 2000. The increase in-infer-
est expense was primarily aftributable to increased borrowings required
to fund the capital improvements to the Company’s network and the
repurchase of shares from BellSouth Corporation ("BellSouth”). Also
contributing to the increase was the additional impact of the Merger
on interest expense. Partially offsetting the increase in interest expense
was an increase in capitalized interest from $104 million in 2000 to
$187 million in 2001. The increase in capitalized interest was due to
an increase in the Company’s capital expenditures. Because of the
anticipated reduction in construction projects as a result of the suspen-
sion in the Company’s plans to complete additional CyberCenters and
the completion of the build out of the Company’s network, Qwest antic-

ipates a reduction in capitalized interest in 2002.

Qwest follows a process of reviewing its portfolio of equity securities
on a quarterly basis. The Company evaluates for other thon temporary
declines in value when the carrying value of an investment exceeds its
fair value. You can find o discussion of the foctors the Company uses
to determine the fair value of its equity investments in “Significant
Accounting Policies” presented on page F-33 and in Note 2 to the
consolidated financial statements. During 2001, Qwest recorded a
$3.048 billion write-down of its investment in KPNQwest. In addition,
during 2001, the Company recorded $246 million in other than
temporary declines on other equity investments. The $3.294 billion in

write-downs during 2001 represent non-cash charges against earnings.

The Company currently owns approximately 214.million shares of
KPNQwesi’s common stock, which are valued ot $6.10 per share on
the Company’s books at December 31, 2001, At December 31, 2001,
the closing price of KPNQwest's common stock was $7.15. Subsequent
to December 31, 2001, the stock price of KPNQwest's common stock
declined below its carrying value and on March 28, 2’002, the clos-

ing price of KPNQwest's common stock was $3.30. In accordance

with the Company’s policy to review the carrying value of marketable

securities on a quarterly basis for other than temporary- declines in
vclue,‘Qwési will assess the factors it uses to determine fair value of
the KPNQwest common stock, including the difficult.financial condition
and prospects of KPNQwest and the rest of the European telecommu-
nications industry, the severity of the decline of the stock price and the
near term potential for stock price recovery, in determining the timing
and amount of a further write-down, which Qwest beliéves is likely and

believes may be significant in amount. -

In late 1999, U S WEST incurred o $367 million loss on the sale of
24 million shares of Global Crossing Ltd. ("Global Crossing”) common
stock. In connection with that sale, U S WEST entered into an equity
return swap that expired in 2001. The swap was reflected at market
value in the cccompanying consolidated financial statements. The
market value of the swop declined by $7 million and $470 million in
2001 and 2000, respectively. The Company also recorded a loss of
$447 million in the second gquarter of 2000, when it determined the
decline in the'value of.its remaining investment in Global Crossing com-
mon. stock was other than temporary. The Company disposed of its
remaining investment in Globol‘ Crossing common stock in the third
quarter of 2000, resulting in a gain of $50 million. This gain was

included in the gains on sales of equity investments below.

During 2001, the Company completed a sale of approximately 41,000
access lines in Utah and Arizona resulting in proceeds of $94 million
and a gain of $51 millien. In 2000, Qwest also completed the sale of
approximately 20,000 occess lines in North Dakota and South Dokota
resulting in proceeds of $19 million and a gain of $11 million. Qwest
recorded net gains of $26 million and $327 million from warrants and
sales of equity investments in 2001 and 2000, respectively. Other
expense—net of $112 million and $38 million for 2001' and 2000,
respectively, consisted primarily of the Company’s share of losses from
investments accounted for under the equity method. In 2001, Qwest
recorded a $22 million charge representing its share of KPNQwest's
restructuring costs. Finally, in 2000, the Company recorded a net loss

on the.sale of fixed assets of $39 million.
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Provision for income taxes: The effective tax rates for 2001 ond 2000
were offected by the non-deductible goodwill amortization, KPNQwest
excess basis amortization and foreign losses associated with the
Company’s investment in KPNQwest. In addition, the 2001 fox rate
was affected by the non-deductible KPNQwest invesiment write-down.
Excluding the effect of these items, the effective tax rates for 2001 and
2000 were 37.7% ond 39.4%, respectively. The decrease in 2001
from the 2000 effective tax rate resulted primarily from permanent dif-

ferences that were a greater percentage of the Company’s pre-tox loss

in 2001 as compared to its pre-tax income in 2000. These permanent-

differences represent items whose accounting treatment and tax treat-
ment will never be the same (such as an accounting expense that is not

deductible for tax purposes). .

Extraordinary item—early retirement of debt: In March 2001,
Qwest completed o tender offer to buy back certain outstanding debt.
In the tender offer, the Company repurchased approximately $995 mil-
lion in principal ($1.2 billion in face velue) of outstanding debt. As a
result of the repurchase, Qwest incurred a pre-tox charge of $106 mil-
lion ($65 million after tax) in pbremium payments. The tender offer was
to refire the bonds because of their high coupon rates and to reduce

inferest cost to the Company.

Net loss. The Company's net loss increased from $81 million.in 2000
to $4.023 billion in 2001 principally due to the write-down of Qwest’s
investment in KPNQwest. Other contributing factors were the restruc-
turing charges, depreciation charge to return access lines to service,
higher depreciation driven by the continued investment in the Com-
pany’s network and an increase in interest expense. The increased loss

was particlly offset by a reversal of certain Merger+elated costs in 2001,

Diluted losses per share for 2001 and 2000 were $2.42 and $0.06,
respectively. The increase in diluted loss per share for 2001 as com-
pared to 2000 was primarily the result of the matters described above.
The diluted loss per share for 2001 was affected by the repurchases of
Qwest’s common stock from BellSouth that more than offset the increase

in shares outstanding at December 31, 2001.

Adjusted EBITDA. The Company’s adjusted EBITDA increased from
$6.9 billion in 2000 to $7.3 billion in 2001 due primarily to the
Merger and the other factors described above under Revenues, Cost of
Sales and SG&A expenses. However, adjusted EBITDA declined to
37.3% of revenues in 2001 from 41.6% in 2000. The decline in
adjusted EBI;TDA as a percentage of revenue resulted mainly from
increased costs related to the introduction of new product platforms

(including dial-up and hosting infrastructure), long-distarice re-entry and

shifts in product mix. While the introduction of these product platforms
impact margins in the near term, they position the Company well for rev-
enue growth. See footnote (3) to Selected Financial Data for the defini-
tion of adjusted EBITDA and for a discussion of certain limitations in

considering this measure of the Company’s operating performance.

The Company does not view odjusted EBITDA as an alternative meas-
ure of cash flows. Although reported trends in adjusted EBITDA are
generally consistent with trends in the Company’s cash flows, adjusted
EBITDA trends exclude cash flows associated with the changes in work-
ing capital and capital expenditures. You can find additional infor-
mation concerning the Company’s cash flows in “Liquidity and Capita!

Resources”.

2001 Compared with 2000 As Reported Segment Results

Set forth below is revenue, operating expenses and adjusted EBITDA
information for the years ended December 31, 2001 and 2000 for the
four segments utilized through 2001. Information for 2000 has been
conformed for ceriain reclossifications among the segments made in
2001. You can find more information on the segments in Note 12 to

the consolidated financial statements.
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The Merger significantly impacts the comparison of the segment results between 2001 and 2000. -

Year Ended December 31, (Dollars in millions) 2001 % of Total | 2000 % of Total Increase {Decrease)
Operating revenues:
Retail services $ 14,941 75.9% $ 11,837 71.3% § 3,104 26.2%
Wholesale services 3,003 15.2% 3,083 18.6% (80} (2.6%)
Network services 110 0.6% 132 . 0.8% (22) (16.7%)
Directory services 1,604 8.1% . 1,530 9.2% 74 4.8%
Other ‘ ‘ : 37 0.2% 28 - 0.1% 9 32.1%
Total operating revenue $ 19,695 100.0% $ 16,610 100.0% $ 3,085 18.6%
Operating expenses: ")
Retail services $ 3,506 28.4% $ 2,632 27.2% $ 874 33.2%
Wholesale services 525 4.3% 401 4.1% 124 30.9%
Network services 6,914 56.0% 4,701 48.5% 2,213 47.1%
Directory services 533 4.3% 571 ‘ 5.9% (38) (6.7%)
Other 864 7.0% 1,388 14.3% (524) (37.8%)
Total operating expenses $ 12,342 100.0% $ 9,693 100.0% $ 2,649 27.3%
Adjusted EBITDA:12!
Retail services $ 11,435 155.5% $ 9,205 133.1% $ 2,230 24.2%
Wholesale services 2,478 33.7% 2,682 38.8% (204) (7.6%)
Network services (6,804) (92.5%) (4,569) (66.1%) (2,235) (48.9%)
Directory services 1,071 14.5% 959 13.9% 112 11.7%
Other (827) {11.2%) {1,360) (19.7%) 533 3%9.2%
Total adjusted EBITDA $ 7,353 100.0% § 6,917 100.0% $ 436 6.3%

(1} Includes only cost of sales and SG&A.

{2) See footnote {3) to Selected Financial Data for the definition of adjusted EBITDA and for a discussion of certain limitations in considering this measure of the Company’s operating performance.

Segment revenues. Retail services: Retail services revenues for
2001 grew by $3.104 billion or 26.2% over 2000 primarily due to
the inclusion of the ful! twelve months of pre-Merger Qwest’s business

in 2001, compared to six months in 2000. Contributing to the increase

in retail services was the impact of additional optical copacity asset

sales. In addition, revenues increased due to greater commercial serv-

ices revenues from dota ond IP services. Volume increases in traditional

private lines, frame relay, DIA, VPN, ISDN, Web hosting and wireless

products and services also contributed to the growth. In addition, DSL

customers grew by almost 74% over 2000 to 448,000. The increase

in revenue was offset by reductions in both commercial and consumer

local voice revenues and intralLATA toll revenues in Qwest'’s local serv-

ice area as a result of competition and the current economic conditions.
Total access lines, which is a customer’s local exchange telephone line,
declined by approximately 300,000 or 2% during 2001.

Wholesale services: The decrease in wholesale services revenues of
$80 miltion or 2.6% in 2001 us‘compoéed to 2000, was primarily
atfributable to federal access reform that reduced the rates Qwest was
able to collect for switched access services. This decline also reflects
the impacts of increased competition which has resulted in a reduction
in billable access minutes of use and a reduction in prices. These

decreases were partially offset by increased interstote SLCs.

Network services: Network services revenues declined by $22 million
or 16.7% in 2001 as compared to 2000 principally because of lower
equipment sales in 2001 versus 2000.

Directory services: The increase in directory services revenue for 2001
compared to 2000 was $74 million or 4.8%. Of this increase, $60 mil-
lion was a result of an increase in advertising rates and higher sales of

premium advertisements. |n addition, $14 million of the increase was
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the result of netting a $42 million nét increase resulting from changes
in the period covered by certain directories {usually from 12 months to
13 months) against a $28 million net decrease resulting from a direc-
tory that was published once in 2001 as compared to twice in 2000.
The period covered by this directory was shortened from 12 months
to 11 months (for 2000 only) and the directory was published in both
January 2000 and December 2000 (instead of January 2001).

Segment operating expenses. Since the Company does not allocate
all corporate expenses to the segments, a discussion of segment
expenses may not be a complete discussion of expenses related fo the

respective segment revenues.

Segment operating expenses for the retail services segment increased
by $874 miilion in 2001 versus 2000 which was primarily attributa-
ble to the inclusion of a full twelve months of pre-Merger Qwest's busi-
ness in 2001, as compared to 'six months in 2000. The remaining
increase was due to higher cost of sales associated with the sales of

dota, IP and wireless products and services.

Operating expenses for the wholesale services segment grew by
$124 million over 2000. Most of the increase resulted from higher
switched and special access charges associated with providing whole-

sale service.

The operating expenses for the network services segment increased
$2.2 billion in 2001 as compared to 2000. The inclusion of the pre-
Merger Qwest business for the full year 2001 results accounted for
approximately $1.4 billion of the change. Other contributors to the
increase in operating expenses were facilities costs associated with the
introduction of new dial and hosting product platforms, expenses relat-
ing to the improvement of the quality. of local services, and expenses
attributable to the Company's efforts to enter the long-distance business

in its local service area.

The directory services segment experienced o decrease in its operat-
ing expenses of $38 million year-over-year primarily as a result of lower
employee costs associated with reductions in the number of employees
attributable to the Merger. In addition, advertising expense also declined

in 2001 versus 2000 as this segment implemented cost savings initiatives.

The “other” category includes unollocated corporote expenses. The
decrease in operating expense from 2000 to 2001 was the result of
the elimination of duplicative corporate functions and the consolidation

of business facilities as the result of the Merger.
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Segment adjusted EBITDA. Because of the factors described above,
odjusted EBITDA collectively increased $436 million year-over-yeor.
See footnote (3) to Selected Financial Data for the definition of adjusted
EBITDA and for a discussion of certain limitations in considering this

measure of the Company’s operating performance.




Unaudited Pro Forma Information-

'

Below are certain As Reported results for 2001 and unaudited pro forma results for 2000: The unaudited pro forma financial infermation is not

prepared in accordance with GAAP. The unaudited pro forma resulis‘give retroactive effect as though the Merger had occurred as of the begin-

ning of 2000. The unaudited pro forma information is provided as a compiement to the "As Reported” or GAAP results. in addition, certain

reclossifications have been made to prior periods to conform to the current year presentation. The discussion that follows is a comparison’ of

As Reported 2001 to pro forma 2000.

2000

Year Ended December 31, 2001 2000 Pro Forma
(Dollars in millions, except per share amounts) . As Reported As Reported Adjustments Pro Forma
{unoudited)
Operating revenues:
Commercial services $ 11,118 $ 8,436 $ 2,030 $ 10,466
Consumer services 5,900 5,360 314" 5,674
Directory services 1,604 1,530 —_ 1,530
‘Switched access services 1,073 1,284 — 1,284
Tota! operating revenues 19,695 16,610 2,344 18,954
Operating expenses:
Cost of sales 7,11 4,923 1,324 6,247
Selling, genqroi and administrative 5,231 4,770 569 5,339
Adjusted EBITDA) $ 7,353 $ 6,917 $ 45 $ 7,368

{1) See footnote (3 to Selected Financial Data for the definition of adjusted EBITDA and for a discussion of certain limitations in considering this measure of the Company’s operating performance.

Revenues. Total revenues for 2001 grew by 3.9%, as compared
to 2000, mainly due to increases in commercial services revenues.
Increases in optical capacity osset sales as well as increased volume
in traditional private lines, frame relay, DIA, VPN, ISDN, Web hosting
ond wireless products and services also contributed to the growth. Data
and IP services revenues represented 27% of total revenues for 2001,
up from 25% in 2000. The data and IP services revenues grew by
13%, to $5.355 billion in 2001 from $4.725 billion in 2000. The
increase in revenue was offset by reductions in both commercial and
consumer local voice revenues, switched access and intralATA toll
revenues in Qwest'’s local service area os a result of competition and

the current economic. conditions.

Operating Expenses. Cost of sales as a percent of revenue was 36.1%
for 2001 ond 33.0% for 2000. The change was principally due to
costs associated with the introduction of a new dial and hosting prod-
uct platform and growth in data, IP, wireless and network services.
Partially offsetting the increase in cost of sales were decreases in .
employee-related costs due to the reduction in the overall numbeerf
employees and contractors and other savings generated through cost
controls and operational efficiencies since the Merger. Operational effi-

ciencies were realized through the consolidation of core operational

F21

units that provide common services and by leveraging Qwest’s pur-

chasing power throughout the Company.

SG&A as a percentage of revenue improved to 26.6% in 2001 com-
pared to 28.2% in 2000. For 2001, SG&A expenses decreased by
$108 million compared to 2000. The decrease.was primarily atiribut-
able to a reduction in the number of employees and contractors,
an increase in the pension credit (net of other post-retirement benefits)
and lower taxes (other than income taxes). In addition to the factors
described above, the decrease wa§ also atiributable to a reduction in

advertising and lower commissions due to changes in the Company’s

commission compensation plan.

Increases in the following three areas partially offset the overall '
decrease in SG&A: bad debt exp‘ense to cover slow-paying and non-
paying customers; professional fees due to long-distance re-entry efforts

and outsourcing of certain call centers; and rent expenses associated

_with opening CyberCenters.

For 2001, results include a pension credit, net of post-retirement
expenses, of $343 million ($210 million after-tax or $(v)‘1 3 per dilﬁfed
share) compared to $299 million ($182 million after-tax or $0.14 per
diluted share) duriﬁg 2000.



Adjusted EBITDA. Because of the factors described above, adjusted EBITDA declined to 37.3% of revenues in 2001 from 38.9% in 2000. See
footnote (3) to Selected Financial Data for the definition of odjusted EBITDA and for a discussion of certain limitations in considering this meas-

ure of the Company’s operating performance.

2000 Compared-with 1999 As Reported Results

The Merger significantly impacts the comparison of the results of operations between 2000 and 1999. The analysis that follows is based on the

As Reported results and is organized by statement of operations line item.

Year Ended December 31, (Dollars-in millions, except per share amounts) 2000 1999 ' Increase (Decrease)

Operating revenues:

Commercial services : $ 8,436 $ 5,598 $ 2,838 o, 50.7%
Consumer services 5,360 4,662 698 15.0%
Directory services 1,530 1,436 94 6.5%
Switched access services 1,284 1,486 (202) (13.6%)
Total operating revenues 16,610 13,182 3,428 26.0%
Operating expenses: }
Cost of sales ’ 4,923 3,725 1,198 32.2%
Selling, general and administrative 4,770 3,753 : 1 ,017 27.1%
Depreciation 2,706 2,367 - 339 14.3%
Goodwill and other intangible amortization ' . 636 — 636 —
Merger+elated and other charges 1,752 — 1,752 —
Total operating expenses 14,787 9,845 4,942 50.2%
Operating income ) ‘ 1,823 3,337 (1,514) (45.4%)
Other expense (income):
Interest expense—net 1,041 736 - . 305 41.4%
Investment write-downs .o o 447 — (447 —
Decline in market value of financial instruments . 470 56 414 739.3%
‘Expense related to terminated merger ’ - 282 (282) © {100.0%)
Net loss on sale of rural exchanges and fixed assets 28 — 28 : —
(Gain) loss on sale of investments ) (327) 367 (694) (189.1%)
Other expense (income)—net 38 (6) 44 733.3%
Total other expense—net 1,697 1,435- - 262 18.3%

Income (loss) before income taxes and cumulative effect of change

in accounting principle . 126 1,902 (1,776) (93.4%)
Provision for income taxes 207 800 (593) (74.1%)
(Loss) income before cumulative effect of change in » ‘ ,

accounting principle ' ' (81) 1,002 (1,183) (107.4%)
Cumt;lcﬁve effect of change in accounting principle—net of tax — 240 (240) (100.0%)
Net (loss) income ) : $ (81) $ 1,342 $ (1,423) (106.0%)

Diluted {loss) earnings per share $ (0.06) $ 1.52 $§ (1.58) {103.9%)

Non-GAAP financial information:

Adjusted EBITDA!! S 6,917 $ 5,704 $ 1,213 21.3%

(1) See footnote (3] to Selected Financial Data for the definition of adiusiéd EBITDA and for a discussion of certain limitations in considering this measure of the Company’s operating performance.
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Revenues. Total revenues: Total revenues for 2000 grew by 26.0%,
as compared to 1999, primarily due to the Merger. Although Qwest’s
revenues relafing to sales of commercial and consumer services and
products increased on an as reported baosis, much of this increase was
ottributable to the iﬁclusion of pre-Merger Qwest's businesses in the last
six months of 2000. Contributing to the increase was growth.in com-
mercial services revenue driven by IP and data services including, sales
‘ of internet access, frame relay VPN services, and optical capacity asset
sales. Data and IP services revenues represented over 21% of total
revenues for 2000, up from 16% in 1999, Also confributing to the
increase was residential wireless and DSL growth. Wireless revenues
grew by 110% in 2000 over 1999 and DSL revenues grew by over

185% during the same period, primarily due to on increase in cus-

tomers. In addition, total access lines increased by 341,000 or 2% with -

business lines comprising the majority of the change.

Commercial services revenues: Commercial services revenues for
2000 grew by $2.838 billion or 50.7% over 1999. The primary con-
tributor to this growth was the impact of the Merger. Also contributing
to the increase were-increases in sales of IP and data services, partic-
ularly DIA, DSL, Web hosting, professional services, dial Internet access
and traditional private line sales. Local voice revenues grew as sales
of access lines to businesses increased 5.7% year-over-year in 2000.
On a voice-grade equivalent basis, the Company’s access lines sold to
businesses grew by 30.5% as compared to 1999. This increase was
partially attributable to businesses converting.their multiple single
access lines to a lower number of high-speed, high-capacity lines allow-
ing for transport of multiple simultaneous telephone calls and data trans-

missions at higher rates of speed.

Consumer services revenues: Consumer services revenues
increased in 2000 by 15.0% or $698 million over 1999. This growth
was -principally attributable to ‘fhe impact. of the Mérger, os well as
sales of products like voice messaging, caller ID and call waiting, wire-
less products and services and IP services.such as Internet access and
Web hosting. Wireless subscribers increased by 339,000 in 2000 and
the average revenue per wireless customer grew to $56.00 from
$55.00 in 1999. Wireless revenues were $436 million in 2000 and
$206 million in 1999. '

To compete more effectively in 2000 with other telecommunication serv-

ices providers and provide better value to the Company’s customers,
Qwest sold bundled products and services at prices lower than they
could be sold individually in exchange for longer-term customer com-

mitments and higher overall per customer revenue. As a result, Qwest
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added 730,000 subscribers to its CustomChoice package (which
includes a home phone line and the choice of 20 calling features} in
2000, with total subscribers exceeding 2,000,000 as of year-end. Total
subscribers to the Company’s other significant bundled offering, Total
Package (bundled wireless, wireline and Internet services package),
exceeded 121,000 at December 31, 2000. -

Partially offsetting the growth in consumer Services revenues was o
reduction of $282 million in IntralLATA and consumer long-distance serv-
ice voice revenues due to price cuts caused by regulatory rate reduc-
tions, a de-emphasis of out-of-region consumer long-distance services

and greater competition.

Directory services revenues: Directory services revenues for 2000
increased by $94 million or 6.:5% over.1999. Higher advertising rates
and an increase in the number of premium advertisements accounted
for $66 million or 70% of the increase while $28 million or 30%
was due to the publication of a directory two times in 2000 as com-
pared to once in 1999. The period covered by this directcry was short-
ened from-12 months to 11 months (for 2000 only) and the directory
was published in both January 2000 and December 2000 (instead of
January 2001).

Switched access services revenues: Switched access services
revenues declined by $202 million or 13.6% in 2000 as compared to
1999, primarily due to rate reductions mandated by the FCC as part

of access reform, as well as rate reductions mandated by state PUCs.

Expenses. Cost of sales: Cost of sales as a percent of revenue was
29.6% tor 2000 and 28.3% for 1999. Although the cost of sales per-
centage increased modestly year-over-year, total cost of sales rose sig-
nificantly in 2000 primarily due to the Merger. Additionally, continued
investments in early life cycle products and services such as Web host-
ing, wireless and local broadband access and improved customer serv-
ice resulted in increased costs. These increases in costs were partially
offset by efficiencies gained through the elimination of redundant net-
work capacity and employee positions and an increase in capitalized
salaries and wages associated with greater network construction activ-
ities such as.work done on various new data platforms. In addition, cost
of sales was also impacted by o' reduction in the other post-retirement
benefit costs’and an increase in the pension credit in 2000. The pen-
sion and post-retirement changes were the result of an increase in the
Company's expected return on plan assets due to higher thon expected

actual returns on plan ossets over the previous 10-15 years.



Selling, general and administrative expenses: SG&A as a
percentage of revenue increased slightly to 28.7% in 2000 compared
to 28.5% in 1999. The increase in. SG&A was due principally to the
Merger, as well as increases in bad debis, property taxes, commissions
and professional fees. These increases were partially offset by Merger-
related reductions in employees of more than 4,500, other post-employ-

ment expense reductions and an increase in the pension credit.

Excluding a gain on curtailment of retiree medical benefits in 2000,
Qwest recorded a pension credit, net of post-retirement costs, of
$299 million ($182 million after-tax or $0.14 per diluted share}. In-
1999, Qwest recorded a pension expense, net of post-refirement costs,
of $8 million ($5 million after-tax or $0.01 per diluted share}. The pen-
sion credit, net of post-retirement expense, was split between cost of
services and SG&A. See Note 7 to the consolidated financial state-

ments for additional information.

Depreciation expense: Depreciation expense increased 14.3% as com-
pared to 1999 primarily due to the impact of the Merger, as well as
higher overall property, plant and equipment resulting from continued
investment in the Company’s network to meet service demands. Qwest
continued to invest in growth areas such as Internet and data services,
Web hosting, wireless, and broadband access. Additional capita!

investments were also made fo improve customer service levels.

Goodwill and other intangible amortization expense: All of
the goodwill and other intangible amortization expense was associated
with intangible assets that were recorded by the Company as a result
of the Merger. The preliminary purchase price allocation to these assets
was $27.9 billion to 'goodwill and $4.1 billion to identified intangibles.
The amounts allocated to fradenames and goodwill were being amortized
over 40 years. The remaining intangible assets were being amortized
over periods ranging from 3 to 10 years. Because the above allocation
of the purchase price was preliminary, as described in Note 1 to the
consolidated financia! statements, it changed upon the completion of
determination of the fair value of the acquired assets and liabilities of
Quwest {the acquired entity for accounting purposes). The principal
change was a reduction in the preliminary value assigned to the
Company’s investment in KPNQwest of $3.1 billion and a corresponding
increase in goodwill of $2.9 billion. Subsequent to the finalization of
purchase accounting, the average amortization period for goodwill

and intangibles was approximately 25 years.

Merger-related and other charges: Qwest incurred Merger-elated
and other chorges totaling $1.752 billion in 2000 ond none in 1999.

A breakdown of these costs is os follows:

Year Ended December 31, (Dollars in millions)

2000
Contractual settlements and tegal contingencies $ 734
Severance and employee-related charges 572
Other charges 446
Total Merger+elated and other charges $ 1,752

Contractual settlements and legal contingencies for 2000 of $734 mil-

lion were incurred to cancel various commitments no longer deemed

necessary as a result of the Merger and to settle various claims related

to the Merger.

In connection with the Merger, in 2000 the -Company reduced. its
employee and contractor levels by over 4,500 people primarily by
eliminating duplicate functions. Of these,. 1,078 employees voluntarily
left without receiving benefit packages. Included in the 2000 severance
and employee-related charges of $572 million were costs associated
with payments to employees who involuntarily left the business since the
consummation of the Merger and $102 million in payments that were

subject to the successful completion of the Merger.

Other charges of $446 million in 2000 included a $226 million write-
off of access lines, terminated software development projects of $114 mil-
lion, a post-retirement benefit plan curtailment gain of $106 million and
$212 million of professional fees, re-branding costs and other costs

related to the Merger.

After the Merger, the Company evaluated assets for potential impair-
ment and concluded that the fair value of some of the assets was below
their carrying value. In most cases, the decline in fair value was based
upon the Company’s different intent as to the use of those assets or.com-
pletion of projects after the Merger. The Company also evalucted for
impairment its dedicated special-purpose access lines that it leases to
CLECs. Given the industry condifions and regulatory changes affecting
CLECs in 2000, and given the fact that these access lines have no alter-
native use and cannot be sold or re-deployed, the Company concluded
that the net future cash flows from the assets was negative and that suf-
ficient cash flow would not be generated to recover the carrying value
of those assets. Therefore, the Company concluded that the fair value
of those assets wos minimal and took a $226 million chorge in 2000.

The assets are operated by'the Company’s wholesale services segment.
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Following the Merger, the Company reviewed all internal software proj-
ects in process, and determined that certain projects should no longer
be pursued. Because the projects were incomplete and abandoned, the
fair value of such incomplete software' was determined to be zero.
Capitalized software costs of $114 million were written off in2000.
The abandoned projects included a significant billing system replace-

ment and a customer database system.

Other charges included professional fees, re-branding costs, relocation
costs and other costs related to the integration of U S'WEST and Qwest.
Although included in Mergerrelated charges because they were incre-
mental and directly reloted to the Merger, these co§1§ were generally

not accrued at the date of the Merger. : .

Offsetting the 2000 Mergerrelated costs was a $106 million post-
retirement benefit plan curtailment gain. This gain resulted from the post-
Merger termination of retiree medical benefits for all former U S WEST
employees who did not have 20 years of service by December 31,

2000 or would not be service pension eligible by December 31, 2003.

Total other expense—net: Interest expense was $1.041 billion for
2000, compared to $736 million for 1999. Increased interest expense
resulted from higher debt levels incurred as a result of increased capi-
tal expenditures, the impact of the Merger and the acquisition of 39 mil-
lion shares of Global Crossing common stock in June 1999. Higher
interest rates on commercial paper borrowings also ’contribufed to
the increase in interest expense. Partially offseﬂing this increase was
h‘ig‘her capitalized interest in 2000 of $104 million versus $27 million
in 1999. The increase in capitalized interest was due to more con-

struction projects in 2000 as compared to 1999,

During 1999, the Company acquired cpproximc_ﬁely‘39 million shares
in Global Crossing at a per share price of $62.75 in connection with
the proposed merger of U S WEST and Global Cros§ing. Later that
year, U S WEST and pre-Merger Qwest announced plans for the
Merger thereby terminating the Global Crossing combination. Upon
termination, U S WEST incurred a charge of $282 million to dissolve
the proposed merger with Global Crossing. The charge included acash
payment of $140 million to Global Crossing, the transfer to Global
Crossing of $140 million of Global Crossing common stock previously

purchased by the Company and $2 million of miscellaneous costs.

In late 1999, the Company incurred a $367 million loss on the sale of
24 million shares of Global Crossing common stock. In connection with
that sale, the Company entered into an equity return swap that expired

in 2001. The swap wos reflected at market value in the accompanying

consolidated financial statements. The market value of the swap
declined by $470 million and $56 million in 2000 and 1999, respec--
tively. The Compony also recorded a loss of $447 million in the sec-
ond quarter of 2000, when it determined the decline in the value of its
remaining investment in Global Crossing common stock was other than
temporary: The Company disposed of its remaining investment in
Global Crossing common stock in the third quarter of 2000, recogniz-
ing a gain of $50 million, which is included in the $327 million net

gain on equity investments described below.

In 2000, Qwest sold certain non-strategic equity investments resulting

in net gains of $327 million. In addition, Qwest completed the sale of
approximately 20,000 access lines in North Dakota and South Daketa
in 2000 generating proceeds of $19 million and a gain of $11 mil-
fion. In 2000, the Company also recorded a net loss on the sale of fixed

assets of $39 million.

Provision for income taxes: The effective tax rates for 2000 and 1999
were impacted by the non-deductible goodwill amortization, KPNQwest
excess basis amortization and non-deductible foreign losses associated
with the Company’s investment in KPNQwest. In addition, the 1999
effective tax rate was aoffected by charges associated with the termi-
nation of the Global Crossing merger agreement. Excluaing the impact
of 1i'\ese items, the effective tox rates for 2000 and 1999 were 39.4%
ond 38.5%, respectively. The increase in 2000 from the 1999 ef’fecti\{e
tax rate resulted primarily from fixed, non-deductible ESOP dividends
paid out in 1999,

Net (loss) income. Net loss before the cumulative effect of the
change in occounﬁné for directory revenues of $81 million in 2000
decreased from $1.102 billion in 1999 principally because of Merger-
related and other charges of $1.752 billion. For additional information
on the change in accounting for directory revenues, see Note 2 to the

consolidated financial statements.

Diluted loss per share for 2000 was $0.06 compared to diluted earn-
ings per share of $1.52 for 1999, This change was primarily the result
of Mergerrelated and other charges of $1.752 hillion incurred in. 2000.

Adjusted EBITDA. The Company’s adjusted EBITDA increased to $6.9
billion in 2000 from $5.7 billion in 1999 due primarily to the Merger

‘and the other factors déscribed above under Revenues, Cost of

Sales and SG&A Expenses. However, adjusted EBITDA declined to
41.6% of revenues in 2000 from 43.3% in 1999. The Company believes

that the decline in adjusted EBITDA as o percentage of revenue reflects
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the Company’s increased costs resulting from continued irvestments in early life cycle products and services such as Web hosting, wireless and

" local broadband access and improved customer service.

The Company does not view adjusted EBITDA as an alternative measure of cash flows. ‘Although reported trends in adjusted EBITDA are gener-
ally consistent with trends in the Company’s cash flows, adjusted EBITDA trends exclude cash flows associated with changes in working capital
and capital expenditures. You can find additional information concerning the Company’s cash flows in “Liquidity and Capital Resources” presented

on page F-27.

2000 Compared with 1999 As Reported Segment Results

Set forth below is revenue, operating expenses and adjusted EBITDA information for the years ended December 31, 2000 and 1999 for the four
segments utilized through 2000. Information for 2000 has been conformed to certain reclassifications among the segments made in 2001. Since
it was impractical to restate the 1999 information and it does not conform to the presentation for 2000, the expense and adjusted EBITDA infor-

mation may not be comparable. You can find more information on the segments in Note 12 to the consolidated financial statements.

The Merger significantly impacts the comparison of the segment results between 2000 and 1999.

Year Ended December 31, (Dollars in millions) 2000 % of Total 1999 % of Total Increase (Decrease)}

Operating revenues: .
Retail services ~$ 11,837 71.3% § 9,022 68.4% $ 2,815 31.2%

Wholesale services 3,083 18.6% - 2,871 21.8% 212 7.4%
Network services : i 132 0.8% © 242 1.8% (110) (45.5%)
Directory services 1,530 9.2% 1,436 10.9% , 94 6.5%
Other . 28 0.1% (389) (2.9%) R 107.2%
Total operating revenue $ 16,610 100.0% $ 13,182 100.0% $ 3,428 26.0%
Operating expenses:{V
Retail services $ 2,632 27.2% % 2,91 38.9% $ (279) (9.6%)
Wholesale services ‘ 401 4.1% 714 9.6% (313) (43.8%)
Network services 4,701 48.5% ) 3,035 40.6% 1,666 54.9%
Directory services 571 5.9% 695 9.3% - (124) (17.8%)
Other 1,388 14.3% 123 1.6% 1,265 1,028.5%
Total operating expenses $ 9,693 100.0% $ 7,478 100.0% $ 2,215 29.6%
Adjusted EBITDA:®
Retail services v $ 9,205 133.1% $ 6,111 107.1% $ 3,094 50.6%
Wholesale services 2,682 38.8% 2,157 37.8% 525 24.3%
Network services (4,569) (66.1%) (2,793) (49.0%) (1,776) (63.6%)
Directory services 959 13.9% 741 13.0% - 218 29.4%
Other (1,360} (19.7%) (512) (8.9%) (848)  (165.6%)
Total adjusted EBITDA 5 6,917 100.0% $ 5,704 100.0% $ 1,213 21.3%

(1) Includes or‘|ly cost of sales and selling, general and administrative expensés.
(2) See footnote (3) to Selected Financial Data for the definition of adjusted EBITDA and for a discussion of certain limitations in considering this measure of the Company's operating performance.
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Segment revenues, Refail services: Retail services revenues for 2000
grew by $2.815 billion or 31.2% over 1999 primarily as a result of
the inclusion of pre-Merger Qwest’s business in the last six months of
2000. Other contributors to this growth were increases in sales of IP
and dafa services, particularly DIA, DSL, Web hosting, professional
services, dial Internet access, traditional private line sales and optfical

capacity asset sales. Local voice revenues also grew as sales of busi-

ness access lines, vertical feature products (like voice messaging, caller .

ID and call weiting) and wireless products and services increased. In
addition, sales of bundled products and services like CustomChoice
_{which includes @ home phone line ‘and the choice of 20 caliing fea-
tures) and Total Package (bundled wireless, wireline and Internet serv-

ices package) increased in 2000 versus 1999

Wholesale services: Wholesale services revenues increased by $21 2
million or 7.4% in 2000 as compared to 1999,' primarily due to 1He
inclusion of pre-Merger Qwest's business in the last six months of 2000.
This increase was offset somewhat by rate reductions mandated by the
FCC as buri of access reform, as well as rate reductions mandated by
state PUCs.

Network services: Network services decreased by $110 million or
45.5% in 2000 as compared to 1999 principally because of lower
equipment sales in 2000 versus 1999. ‘ ‘
Directory services revenues: Directory services revenues for 2000
increosed by $94 million or 6.5% over 1999. Higher advertising rates
and an increase in the number of premium advertisements accounted
for $66 million or 70% of the increase while $28 million or 30% was
due to the publication of a direcfdfy two times in 2000 as compared
to once in 1999. The period covered by this directory was shortened
from 12 months to 11 months (for 2000 only) ond the directory was
accordingly published in both January 2000 and December 2000
(instead of January 2001). '

Segment operating expenses. In addition fo the impact of the Merger,
the Company also adjusted the methodology it used for the allocation
of certain corporate costs. For the 1999 segment rca_sul?s, these costs
were included in the operating expenses of each segment, whereas
these amounts were isolated in the “Other” category for purposes of

the 2000 presentation. The 1999 amounts have not been restated to

conform to the 2000 presentation because the information was not -

available as aresult of systems changes that occurred after the Merger.

Operating expenses for the retoil services, wholesale services and

directory services segments decreased by $279 million, $313 million

and $124 million, respectively in 2000 as compared to 1999. These
decreases were primarily the result of fewer employees related to
Merger integration efforts and an increase in the pension credit in
2000. Partially offsetting the decreases in the retail and wholesale
segments are increased costs associated with growth in data, 1P and
wireless sales. Further offsetfing the decreases in these three segments

were increased costs for bad debts and commissions paid in 2000.

The operating expenses for the network services segment increased.

- $1.7 billion in 2000 os compared to 1999. This increase is primarily

the result of the inclusion of pre-Merger Qwest's business in the last six

‘months of 2000. In addition, costs associated with customer service

improvements and re-entry info the. inter-LATA long-distance business

- contributed to the increase. Partially offsetting the increase in network

services operating expenses was the increased capitalization of
salaries and wages associated with more work being performed on

construction projects.

Segment adjusted EBITDA. Because of the factors described above,
adjusted EBITDA collectively increased $1.213 billion year-over-year.

See footnote (3) to Selected Financial Data for the definition of adjusted

EBITDA and for a discussion of certain limitations in considering this

measure of the Company's operating performance.

Liquidity and Capital Resources

The operating, investing and financing acfivities for 2001 as'compared

to 2000 and 1999 were sigrificantly impacted by the Merger.

Operating Activities. Cc.;;h provided by operations was $4.034 billion,
$3.681 billion and $4.546 billion in 2001, 2000 and 1999, réspeC-
tively. The increase in operating cash flow in 2001 over 2000 was pri-
marily caused by an increase in net income after adjusting for non-cash
expenses such as depreciation, amortization, provision for bad debts
and investment write‘dov:mé. Net income before non-cash chorges was
$6.951 billion in-2001 as compared to $6.140 billion in 2000. Included
in cash pro'vicled by operations were cash receipts of $969 million and
$137 million in 2001 and 2000, respectively, related to contempora-

neous obtido\ capacity asset transactions. Partially offsetting this increase

- in operating cash flow was an increase in accounts receivable of

$1.079 billion and a decrease in accounts payable, accrued expenses
and advance billings of $849 million. Accounts receivable increased

primarily due to higher scles resulting from the Merger and an overall

- slowdown in payments from customers as a result of the weak eco-

nomic environment. Qwest uhficipctes that its 2002 bad debt expense
levels will move toward more historical levels of approximately 2.5%

of operating revenues as compared to 3.2% of operating revenues in
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2001. Receivables associated with sales to customers in the local services arec will continue to be impacted to the extent it takes longer for the
economic recovery to have an affect on this region. The decline in accounts payable was due to the decrease in property, plant and equipment

purchase accruals as capital expenditures in the fourth quorter of 2001 were lower than the fourth quarter of 2000.

Qwest has built its network outside North America primarily by entering into long-term agreements to acquire optical capacity. Qwest has also
acquired some capacity within North America under similar contracts. Several of the companies (for example, Global Crossing, Enron Broadband
Services, Inc. and 360 networks (USA), Inc.) with which Qwest has entered into such agreements appear to be in financial difficulty or have
filed for bankruptcy protection. Bankruptcy courts have wide discretion and could deny Qwest the continued benefits of use of the assets ynder
the capacity agreements without relieving Qwest of its obligation to make payments or requiring the refund .of amounts. previously paid. Qwest
believes that it is taking appropriate actions to protect its investments and maintain on-going use of the acquired capacity. At this time, it is too

early to determine what effect the bankrupicies will have with respect to the acquired capacity or Qwest'’s ability to use this acquired capacity.

The retail services and wholesale services segments produce significant operating cash flows which are expected to continue to be sufficient
to cover their operating expenses as well as the operating expenses of the network services segment, which both the retail services and
wholesale services segments utilize. The directory services segment is expected to continue to generate positive operating cash flows for the

foreseeable future.

Because the Company's pension plan was in a surplus position for funding purposes as of December 31, 2001, Qwest does not anticipate a
need to make a contribution to the pension plan in 2002. You can find additional information on Qwest's pension plan in Note 7 to the con-

solidated financial statements.

Investing Activities. Capital expenditures were $8.543 billion, $6.597 billion and $3.944 billion in 2001, 2000 and 1999, respectively. Capital
expenditures have been focused on the modernization and expansion of the Company's. global telecommunications network, expansion of its
Internet and data communications, local broadband, and wireless networks, re-entry into the long-distance business in Qwest’s local service area
and service improvements. The Company expects capital expenditures of approximately $3.7 billion in 2002 primarily to maintain the existing
local network infrastructure, support demand for broadband data and wireless services, re-enter the long-distance market in'the Company’s local
service area and improve Qwest's worldwide network. The Company estimates the minimum capital required to maintain' its business is in the

range of §1.5 billion to $2.0 billion.
As a result of the Company’s plan fo reduce its capital expenditures in 2002, Qwest has undertaken a review of the inventories on-hand and
work in process. In connection with this review, Qwest will assess the appropriateness of inventory levels and carrying values. At this time the

Company is unable to accurately estimate the impairment, if any, that may result from this review.

The following table sets forth the capital expenditures. by segment for the years ended December 31, 2001, 2000 and 1999.

Retail R Wholesale Network . Dirécfory ) Consclidated
{Doliars in millions) ‘Services Services Services ' “Services Other Total
2001 | $ 859 s 7 $ 7,458 s 2 $ 217 $ 8,543
2000 1,033 ) 103 5,207 . 41 213 6,597

1999 ' 587 1M1 3,199 48 (1 3,944

The significant amounts required for retail services in 2000 and 2001 related primarily to the cost of re-entry into the long-distance business and
service improvements. For 2002, capitol expenditures for the retail services, wholesale services, network services, directory services and other

segments are expected to be cpproximdfély $600 million, $1 million, $2.9 billion, $15 million and $150 million, respectively.
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Included in the Company’s expenditures for property, plant and ‘equip-
ment are cash expenditures for optical capacity .asset purchases.
Purchases of optical capacity allowed the Company to expand the
Qwest fiber optic network both domestically and internationally to

enable Qwest to provide broadband communications services to its
‘ multi-national enterprise customers. Property, plant and equipment
increased by approximately $988 million and $354 million during the
years ended December 31, 2001 and 2000, respectively, due to these
purchases. During 2001, $1.078 billion was paid in cash for pur-
chases of optical capacity assets. During 2000, $265 million was paid
in cash for purchases of optical capacity assets. You can find more
information relating to optical capacity asset sales, including contem-
poraneous transactions, in “Revenue Recognition” under “Significant

Accounting Policies” presented on page F-33.

During 2001, Qwest sold approximately 41,000 access lines in Utah
and, Arizona resulting in a gain of $51 million- and cash proceeds of
$94 million. In 2000, the Company sold approximately 20,000 access
lines in North Dakota and South Dakota resulting in proceeds of

$19 million and o gain of $11 million.

Cash vsed for investing activities was offset during 2000 by $1.140 bil-
lion of proceeds from the Company’s 1999 sale of Global Crossing
securities. These cash. proceeds resulted from Qwest's monetization
of its investment .in Global Crossing and do not represent a source of.

recurring cash flows.

Financing Activities. Caosh provided by financing activities was
$4.692 billion, $1.189 billion and $1.945 billion in 2001, 2000
and 1999, respectively. Net borrowings of approximately $5.6 bil-
lion and $1.4 billion were incurred in 20601 and 2000, respectively,
principally to fund the Company’s capital expenditures described above
and to purchase Qwest shares from BellSouth in 2001. The net pro-
ceeds from short-term and long-term borrowings in 1999 of approxi-
mately $3.0 billion were, in port, utilized to acquire approximately
$2.5 billion of Global Crossing stock as part of its tender offer for
U S WEST. The transaction” was not completed and the shares were
subsequently sold in 1999 and 2000.

In January 2001, Qwest repurchased 22.22 million shares of its com-
mon stock from BellSouth for $1.0 billion in cash. At December 31,
2001, the repurchased shares were available to satisfy the Company’s
obligations under its employee benefits and options programs. As part
of the transaction, BellSouth committed to acquire $250 million in serv-
ices from the Company over a five-year period. The agreement (the

“2001 Agreement”) provided that BellSouth would make payment for

the services in cash and/or Qwest common stock. The number of Qwest
common shares to be tendered was based upon values contained in
that agreement. During 2001, Qwest provided services to BellSouth
valued at $92 million. BellSouth paid for these services by remitting
cash throughout the year of $18 million and, on December 10, 2001,
tendering 1.2 million shares of Qwest common stock. The value of the
tendered shares ot December 10, 2001 of $15 million was recorded
in treasury stock. The $43 million difference between (i} the veolue bf
the shares at December 10,.2001 of $15 million and (i) the value
assigned fo the shares under the 2001 agreement of $58 million, was
recorded as a reduction in additional paid-in capital. The vapaid bal-
ance of $16-million due from BellSouth remained in the Company's -

accounts receivable.

During the first quarter of 2002, the Company received approximately
278,000 shares of Qwest common stock vatued at $13 million, under
the 2001 Agreement, from BellSouth'in partial satisfaction of the
$16 million outstanding accounts receivable. In addition, in accor-
dance with the 2001 Agfeement, Qwest used §12 mi‘llion of the
$18 million in cash paid by BellSouth offiliates for services in 2001
to purchase approximately 253,000 shares of Qwest common stock at
the value assigned to the shares under the 2001 Agreement. The 2001
Agreement was cancelled as of January 16, 2002, having the effect
of eliminating the remaining commitment to pQrchase services and fer-
minating the ability of BellSouth to use Qwest common stock to pay for
such services. At that 1ime; BellSouth committed to purchase $350 mil-
lion in services over four years, payable in cosh. In consideration for
terminating the 2001 agreement, Qwest gave BellSouth a .non-cash
credit of $71 million that will be reflecfed“bn 1he»bcionce‘ sheet as a
deposit from BellSouth. The deposit.is expected to offset payments due

from BellSouth s Qwest provides services to BellSouth in the future. -

In March 2001, the Company completed a cash tender to buy back
certain outstanding debt. In the tender offer, the Conjnpcmy repurchased
approximately $995 million in principal {$1.2 billion in face value) of
outstanding debt. As a result of the repurchase, the Company incurred
$106 million ($65 million after tax)-in premium payments. The tender
offer was conducted to retire the bonds because of their high coupon
rates -and to reduce interest cost to the Company. In connection with |
the tender offer, the indentures were amended to eliminate restrictive

covenants and certain default provisions.

At December 31, 2001 Qwest's long-term borrowings and capital
lease obligations (other than the current portions) were approximately
$20.2 billion. That portion of the debt that is publié debt either assumed

by Qwest in the Merger or issued following the Merger (referred to as
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“Post-Merger public debt”} had an outstanding balance of $§19.9 bil-
lion-at December 31, 2001. This Post-Merger public debt hos no
financial covenants and contains no cross-default or cross-acceleration
provisions. At December 31, 2001 Qwest had public debt that was
issued by Qwest prior to the Merger (referred to as “Pre-Merger
public debt”) with an outstanding balance of $1.4 billion. Of the
Pre-Merger public debt, $1.0 billion has no financial covenants as
long as Qwest maintains an investment grade debt rating. If the Com-
pany fails to maintain an investment grade rating, the most restrictive
covenant that would apply would be a limitation on the incurrence of
debt. The limitations on incurrence of debt would apply if, ofter appli-
cation of the proceeds, the ratic of debito-consolidated cash flow
avoilable for fixed charges [(os defined in the indenture) for the four full
quarters preceding the incurrence would be 5.040-1 or higher. This
portion of the Pre-Merger public debt also contains provisions relating
to acceleration upon an acceleration of other debt obligations in the
aggregate in excess of $10 million, including the credit-facility and any
of the.Post-Merger public.debt. The remaining portion of the Pre-Merger
public debt (approximately $350 million) has no financial covenants
but does contain provisions relating to acceleration upon an accelera-

tion of debt obligations in the aggregate in excess-of $25 million.

On May 2, 2001, Qwest’s Board of Directors approved a dividend of
five cents per share on the Company’s common stock which was paid
to stockholders of record as of the close of business on June 1, 2001
in sotisfaction of any prior statement by Qwest in connection with or
following the Merger regarding the payment or declaration ‘of divi-
dends. As a result, dividends of $83 million were paid on common
stock in 2001 compared to $542 million in 2000. The decline was due
to a change in the dividend policy after the Merger. The Company also
paid $1.187 billion in dividends on its common shares in 1999. The
Company has made no decision with respect to the payment of any

cash dividends on its’common stock in 2002.

Recent Developments tmpacting Liquidity and Capital Resources.
Until February 2002, Qwest maintained commercia! paper programs to
finance shortterm operating cash needs of the business. As of Decem-
ber 31, 2001, the Company had a $4.0 billion syndicated credit facil-
.ity available to support its commercial paper programs. There was no
balance outstanding on the syndicated credit facility at December 31,
2001. The syndicated credit facility matures on May 3, 2002. Qwest
could have converted any borrowed amount into a one-year term loan
that would be due in May 2003 provided Qwest was not in default under
the credit facility, including compliance with all covenants. The most
restrictive financicl covenant in the syndicated credit facility at Decem-

ber 31, 2001 required the Company fo maintain a debt-to-consolidated

EBITDA ratio of no more than 3.75-fo-1. “Consolidated EBITDA” as
defined in the credit facility is o measure of EBITDA that starts with net
income and adds back certain items, prirmarily those of a non-cash or
a non-operating nature. This syndicated credit facility contains o pro-
vision that would allow acceleration of the full amount due upon a
defoult in payment obligations aggregating in excess of $100 million
under debt obligations having an aggregate principal amount in excess
of $100 million, including any of the Post-Merger public debt and
Pre-Merger public debt.

As a result of reduced demand for its commercial paper, Qwest bor-
rowed the full amount under this facility in February 2002 and used
most of the proceeds to repoy commercial paper. After repaying the
commercial poper, Qwest had approximately $800 million of proceeds
remaining that the Company expects will be used to pay current matu-
rities under shorf-ferm notes, long+ferm borrowings and capital lease
obligations. At December 31, 20071, the Company had approximately
$1.6 billion in short-term notes, longerm borrowings and capital lease
obligations maturing' over the next 12 months. As o result, Qwest's
overall borrowings, net of the excess unapplied cash, remained
unchanged at approximately $25.0 billion after applying the proceeds
of the borrowings under the credit facility. In March 2002, Qwest
amended the syndicated credit facility and currently expects to convert
the balance of the facility as of May 3,2002 into a one-year term loan
that would be due May 2003. As part of the amendment, the Company
(i} increased the maximum debtto-Consolidated EBITDA. ratio from
3.75+t0-1 to 4.25-t0-1 through the quarter ended September 30, 2002,
decreasing to 4.0-to-1 beginning December 31, 2002, and (ii) agreed
to use a portion of net proceeds from future scles of assets and capital
market transactions, including the issuance of debt and equity securi-
ties, to prepay the bank loan unfil the outstanding loan is $2.0 billion
or less. As o result, Qwest’s overall borrowings, net of the excess unap-

plied cash, remained unchanged.

The amount drawn down under the $4 billion syndicated bank facility
was initially distributed between two wholly-owned subsidiaries of
Qwest, Qwest Capital Funding, Inc. {(“QCF”) and Qwest Corporation,
with $3 billion assigned to QCF and $1 billion assigned to Qwest
Corporation. Fallowing the amendment of the syndicated credit facility
agreement, Qwest paid $608 million of the proceeds from Qwest
Corporation’s March 2002 bond offering discussed below to reduce
the total amount outstanding and, as permitted under the agreement,
re-distributed the amounts ovistanding between QCF ond Qwest
Corporation. As of March 31, 2002, the syndicated credit facility had
the total amount outstanding of $3.39 billion assigned to QCF and

nothing assigned to Qwest Corpcration.
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In February and March 2002, the credit ratings for Qwest and QCF were lowered one level to BBB by Fitch Roﬁngs. {“Fitch”) and Standard and
Poor’s ("S&P”) and two levels to Baa3 by Moody's Investor Service (“Moody’s”). The ratings for Qwest Corporation were lowered two levels to
BBB+ by Fitch, one level to BBB by S&P and two levels to Baa2 by Moody’s. These rotings are investment grade. The commercial paper ratings
for Qwest, Qwest Corporation and QCF were also lowered to F-3, P-3 and A-3 by Fitch, Moody's and S&P, respectively.

The synihetic lease facilities described under “Commitments” below had certain financial covenants, including a maximum debt-to-Consolidated
EBITDA ratio. In March 2002, the Company paid the full amount necessary to acquire all properties subject to the synthetic lease agreements’

and terminated these agreements.

The Company is currently in compliance with all financial covenants in its credit facility and indentures (including ony covenants suspended

while the Company maintains its investment grade credit rating) as of the last measurement date.

On March 7, 2002, Qwest Corporation campleted the sale of $1.5 billion 10-year bonds with an 8.875% interest rate. Approximately
$608 million of the net proceeds were used to repay a portion of the borrowings under the ‘syndicated credit facility. The remaining net
proceeds will be used to repay shortterm obligations and currently mah)ring long-term borrowings. As a result, Qwest’s net debt outstanding,

net of the excess unapplied cash, remained substantially unchonged after applying the proceeds from the bond issuances.

On March 19, 2002, the Company announced that it had repurchased through direct'exchange transactions approximately $97 million in face
amount of debt issued by QCF and guaranteed by Qwest. In exchange for the debt, the Company issued approximately 9.9 million shares of

its common stock out of frecsury

The Company intends to de-lever its balance sheet during 2002 through @ number of cvcilublé 6pﬁons possibly including issuing equity-based
securities, selling assets or securities ossociated with those assets, possibly including, without limitotion, wireless, access lines, directories, its
applications service provider business and other non-cL'ore assets. Qwest expects these issuances and sales could generate net cash proceeds
of $1.5 billion 1o $2.0 billion. In furtherance of its efforts to de-lever the balance sheet, on February 5, 2002, Qwest filed a shelf registration
statement with the SEC covering $2.5 billion of debt and equity securities. Neither the form of the security nor the timing of the offering have

been determined. These will be dependent on the effective date of the regisfrbﬁon and the then prevailing market conditions.

As a result of the recent financing transactions and the amendments to its syndicated credit facility, the Company currently believes that cash
flow from operations and available debt and equity financing will be sufficient to satisfy the Company’s anticipated cash requirements for

operations for the next 12 months.

Commitments. As of December 31, 2001, the Company had the following.future contractual cash obligations:

Payments Due by Period

Future Contractual Cash Obligations {Dollars in millions) T Totel 1 Year - 2-3 Years 4-5 Years After 5 Years
Long-term debt and commercial paper : $ 24,687 $ 4,645 - $ 3,292 $ 2,205 $ 14,545
Capital lease obligations 316 161 133 ‘ é 16
Operating leases 3,237 339 649 511 " 1,738
Unconditional purchaose obligations 3,008 1,083 ’ 1,395 ' 526 4
Total future contractual cash obligations $ 31,248 $ 6,228 s 5,469 ' 3 3,248 $ 16,303
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Included in unconditional burchose obligations are agreements with IXCs and third party vendors that require the Company to maintain
minimum monthly and/or annual billings based on usage. Despite current market conditions, Qwest expects that it will meet substantially all min-
imum usage commitments based on its projected results for 2002. The minimum usage contracts primarily relate to IP and data services such
as Internet dioll access, DIA, voice over IP services, traditional private lines, local access and ATM services. You can find additional information

concerning other commitments in Note 11 to the consolidated financial statements.

The Company has entered into unconditional purchase obligations to obtain facilities management services from other telecommunications
services companies. Qwest is an authorized distributor for certain equipment manufacturers and periodically sells such equipment to unrelated
parties. During 2001, the Company sold equipment to other telecommunications companies and contemporaneously entered into unconditional
commitments to obtain facilities management services from these companies. The equipment sold to those companies will not be used exclusively
to provide services to Qwest and these companies may use alternative equipment or means to provide the required facilities management services
to the Company. Revenues recognized from these equipment sales were $148 million during 2001 and none in 2000. The profit from all these
2001 equipment sales was deferred because there was no practical manner to separate the equipment sole and facilities management-services
contracts. The deferred profit will be omortized over.the terms of the service agreements of approximately 4 to 5 years. Specifically, under
these facilities management services obligations, the Company’s minimum future cash obligations are approximately $1.3 billion. You can find

additional information concerning these commitments in Notfe 11 and Note 15 fo the consclidated financial statements.

At December 31, 2001, the' Company had the following future commercial commitments that may result in future cash outflows:

Amount of Commitment Expiration Per Period

Total 2-3 4-5 After
Future Commercial Commitments Committed 1 Year Years Years 5 Yeors
Lines of credit $ — § — $ — $ — $ —
Lefters of credit 49 49 — — —
Guarantees 228 — — — 228
Total future commercial commitments $ 277 $ 49 RS $ — $ 228

Included in the operating lease amounts in the first table and in the
guarantees in the second table are amounts relating to structured
finance transactions under which Qwest agreed to lease from unrelated
parties certain real estate properties, including corporate offices, net-
work operations centers and CyberCenters. These are referred to as
synthetic lease facilities. These leases, which had lease terms of six
years, were accounted for as operating leases and represent $§67 mil-
lion of the total operating lease payments and cll of the guarantee
amounts. In March 2002, the Company paid the full amount necessary
to acquire all properties subject to the synthetic lease agreements and
terminated these agreements. The purchase price of all such proper-
“ties was approximately $255 million. As o result of the payments,
the loan commitments totaling $382 million were terminated and the
Company is no longer liable for its residual value guarantees of up to
$228 million that were only opplicable if the leoses expired at the end

of their term.

F-32

Qwest currently has a distribution agreement with KPNQuwest discussed
in the Related Party Transaction discussion presented on page F-38. Under
the distribution agreement, Qwest is required fo meet certain targets,
without obligation, to maintain its status as KPNQwest's exclusive North
American distributor, If Qwest does not meet these thresholds for two:
consecutive years, Qwest will lose the right to be KPNQwest’s exclu-

sive North American distributor.

As of December 31, 2001, Qwest had a remaining unconditional
purchase obligation to purchase up to 81 million (or approximately
$72 million based on a conversion rate at December 31, 2001) worth of
network capacity from KPNQwest through 2002. Although KPNQwest.
has announced it believes it is fully funded untit it becomes free cash
flow positive, European telecommunications companies in general, and

emerging carriers such os KPNQwest in particular, hove been experi-

_ encing substantial financial difficulty. Therefore, there can be no assur-

ance that KPNQwest will not require additional funding in order to




meet its business objectives. However, except as described above,
Qwest has no further obligation to fund KPNQuwest.

Financial Position. Total assets increased from $73.5 billion ot Decem-
ber 31, 2000 to $73.8 billion at December 31, 2001, The increase
was primarily due to capital expenditures for property, plant and equip-
ment purchased using a combination of cash and borrowed funds.
Partially offsetting the increase in fotal assets was a decrease in invest-
ments primarily due fo the write-down of the Company’s investment in
KPNQwest. The Company also adjusted the carrying value of the
KPNQwest investment and reclassified the excess purchase price allo-
cation to goodwill as part of the final Merger purchase price alloca-
tion.-You can find cdditional information regarding the Company's
review of its KPNQwest investment in 2002 in “Results of Operations—
2001. Compared with 2000 As Reported Results—Expenses—Total other
expense—net” in “Management’s Discussion and Analysis of Financial

Condition and Results of Operations.”

Qwest's working capital deficit decreased from $4.5 billion at Decem-
ber 31, 2000 to $4.2 billion at December 31, 2001 primarily due to
increases in net accounts receivable, inventory, prepaids and other cur-
rent assets and'a decrease in accounts payable and accrued expenses.
Accounts receivable increased by $267 million as a result of higher
sales due to the Merger and an overall slowdown in payments from cus-
tomers caused by a weak economy. Also contributing to the decrease
in the working capital deficit was the decline in accounts payable and
accrued expenses principally due to lower capital expenditures in the

fourth quarter of 2001 compared to the fourth quarter of 2000.

The change in working capital was substantially offset by an increase
of approximately $1.2 billion it short-ferm borrowings. The higher
short-term borrowings were used to finance capital expenditures dur-
ing the year as part of the Company’s efforts to finish the construction
of its network, re-enter the interLATA long-distance business in its local

service area, provide new services and improve service quality.

Stockholders” équify decreased from $41.3 billion in 2000 to $36.7 bil-
lion in 2001 as a result of the Company’s 2001 net loss of $4.0 billion
and the BellSouth share repurchase and eéxchange of Qwest shares for
services of $1.0 billion. See Note 15 1o the consolidated financial
statements for additional information on BellSouth transactions that
occurred after December 31, 2001 that will impact the Company’s
stockholders’ equity. For a discussion of Qwest’s plans to de-lever its

balance sheet, see the discussion of “Financing Activities” above.

Other. On a regular and on-going basis, Qwest reviews and evaluates
other businesses and opportunities for business combinations that would
be strategically beneficial. As a result, it may be involved in negotiations
or discussions that, if they were to result in a transaction, could have o
material effect on Qwest’s financial condition (including short-term or

long-term liquidity) or short-term or long-term results of operations.

Regulatory Matters. The Company’s future operations and financial
results will be affected by developments in a number of federal and
state regulatory matters. In addition to Qwest's efforts to offer long-
distance service in its local service area, Qwest is subject to a number
of other regulatory matters as described in Note 11 to the consolidated

financial statements.

Significant Accounting Policies

Revenue Recognition. Revenues from services are recognized when the
services are provided. Payments received in advance are deferred until
the service is provided. Up-front fees.received, primarily activation fees
ond installation charges, are deferred and recognized over the longer
of the contractual period or the expected customer relationship, gen-
erally 2 to 10 years. Expected customer relationship periods are
generally estimated using historical data of actual customer retention
patterns. .As the telecommunications market experiences greater com-
petition and customers shift from traditional land-based telephony serv-
ices to mobile services, the Company’s customer relationship period will
likely decline resulting in a faster recognition of the deferred revenue

and related costs.

Design, engineering and installation contracts for certain customer
premise equipment agreements are accounted for under the percentage-
of-completion method of accounting. The percentage-of-completion
method is colculated using either the ratio of total actual costs incurred
to date to the estimated total project costs or actual labor hours to total
estimated labor hours for the project. This percentage is then applied
to the estimated total revenue for the project to determine the amount
of revenue to be recorded. As the estimated total costs or total labor
hours are revised up or down, the timing of the recognized revenue can
be impacted. Revenues can also be impacted by change orders nego-

tiated during the performance of the contract.

The Company has sold optical capacity on its network primarily to other
telecommunications service providers in the form of sales of specific
channels on Qwest'’s "lit" network or sales of specific dark fiber strands.
These sales are typically structured as indefeasible rights of use, or
[RUs, which are the exclusive right to use a specified amount of capac-

ity or fiber for a specified period of time, usually 20 years or more.
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Qwest accounts for its sales of opfical capacity in accordance with
SFAS No. 13, "Accounting for Leases” based on the characteristics of
these arrangements. In establishing the terms for the sales, Qwest sat-
isfies the criteria for qualifying the transactions as leases as opposed
to service agreements by conveying the right to-use specific identifiable
property for a specific period of time. As leases, these soles may be

accounted for either as sales-type leases or operating leases.

Revenues from a sale of optical capacity that meets the criteria of a
sales-type lease are recognized at the time the optical capacity is deliv-
ered to and accepted by the customer. If the requirements for sales-type
lease accounting are not met, revenue is recognized ratably over the
term of the agreement. As a result of an interpretation by the Financial
Accounting Standards Board (“FASB”) in June 1999 (FIN 43} optical
capacily is treated as real property for accounting purposes. Under
SFAS No. 13, in order to meet the requirements for soles-type lease
accounting for real property, ownership of the property must be trans-
ferred. Prior to July 2001 when the FASB’s Emerging Issues Task Force
("EITF") provided guidance that transfer of ownership must occur auto-
matically at or before the end of the lease to qualify as a sales-type
lease, Qwest’s IRUs included a nominal purchase option at the end of
the term. Commeﬁcing July 2001 , Qwest modified its IRU terms to pro-
vide for the automatic transfer of title ot the end of the term. Determina-
tion of whether ownership transfers under the IRU agreements is a
significant judgment Qwest must make in applying the accounting prin-
ciples of SFAS No. 13 to determine whether these optical capacity
transactions qualify for sales-type lease accounting. The Company con-
cludes IRUs are sales-type leases for accounting purposes and recog-
nizes revenue ot the time delivery and acceptance of the fiber or
copacity takes place so long as: (1) Qwest receives sufficient consid-
eration; {2) (a) Qwest hos passed substantially all risks and rewards
of ownership to the fiber or capacity, including responsibility for oper-
ation and maintenance cost and risk of technological or economic
obsolescence, to the customer, (b) Qwest does not have substantial con-
tinving involvement with the capacity sold, and (c) ownership has passed
or will pass by the end of the agreement; and (3) the customer receives
a specific fiber or channel on the Qwest network that only the customer
can utitize. During 2001 and 2000, the Company recognized revenues
from optical capacity asset sales in the amount of $1.013 billion and
$468 million, respectively. This represented oppro;(imc:’rely 5.1% and
2.8% of total As Reported revenues in 2001 and 2000, respectively.
As previously announced, the Company does not plan on any sales of
optical capacity in 2002 that would be treated as sales-type leases and
require recognition of revenue up front. In order to meet continuing

demand for optical capacity Qwest may enter into operating leases for

fiber or capacity. Qwest, will not enter into such leases involving routes.

with an end-point in a state in Qwest’s local service area until Qwest

has obtained permission to offer interLATA services in that state.

The Company also enters into agreements to purchase optical capac-
ity from other telecommunications service providers. Purchases of opti-
cal capacity allowed the Company to expand the Qwest fiber optic
network both domestically and internationally to encble Qwest to pro-
vide broadband communications services to its multi-national enterprise
customers. Several of these carriers have also acquired optical capacity
from Qwest during 2001, principally in the United States, in separate
transactions at market rates. These transactions in which the Company
sells and buys copacity from the same third party in the same time
period are referred to by the Company as “contemporaneous trans-
actions.” In Qwest’s contemporaneous transactions, the Company typ-
ically obtains acceptance of the delivered route from the buyer in the
quarter in which revenue is recognized, and generally receives all or
a significant portion of the sales proceeds in cash. The sales price is
not subject to refund based on either party’s failure to perform under
the separate purchase contract. As such, the Company believes these
are separate, legally enforceable cash transactions. However, the Com-
pany also applies the more restrictive “nonmonetary” transaction account-
ing guidance to these contemporaneous transactions. This guidance is
contained in Accounting Principles Board (“APB”} Opinion No. 29,
“Accounting for Nonmonetary Transactions” and EITF lssue 01-02,
“Interpretations of APB Opinion No. 29.” Applying these standards,
exchanges of Qwest optical capacity held for sale in the ordinary
course of business for the counterparty’s optical capacity to be used in
Qwest's operations are recorded ot fair value. Otherwise, the exchanges
are recorded at the lower of historical cost or fair value. Qwest recog-
nizes revenue based on fair value for these contemporaneous trans-
actions principally based on the following factors: {1) whether the
assets exchanged are dissimilar (assets held for sale in the ordinary
course of business for assets to be used to provide telecommunication
services), (2) whether fair value can be determined within reasonable
limits and ({3) whether from an accounting perspective, the earnings
process is complete. All of the factors must be met in order to recog-
nize the revenue based on fair value. Assessing whether these criteria
have been met is a significant judgment Qwest must make in applying
the accounting standards to determine whether revenue can be recog-
nized based on fair value. Amounts spent for optical cepacity acquired
in these contemporaneous transactions are included in property, plant
and equipment. During 2001, of the $1.013 billion in total revenue
recognized from optical capacity asset sales, the Company recognized
revenue of $684 million on contract values of $895 million from con-

temporaneous transactions.
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As required, the Company adopted SFAS No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets” on January 1, 2002. SFAS
No. 144 requires that long-lived assets that could be disposed of other
than in a cash sale be classified as “held for use” As a result, the
Company will treat its optical capacity asset inventory as if it was prop-
erty, plant and equipment-and depreciate it over its estimated useful life.
As a result of the adoption of SFAS No. 144, Qwest will no longer rec-

ognize revenue from optical copacity asset sales.

Directory revenue is recognized at the time of publication of the direc-
tories. Changes in publishing schedules may impact the timing of the
recognition of directory revenue. The amount of directory revenue may
also be affected by changes in the number of directories published and

the period covered by directories.

Software Capitalization Policy. Internally used software, whether. pur-
chased or developed, is capitalized and amortized using the straight-
line method over an estimated useful life of 18 months to 5 years. In
accordance with Statement of Position (“SOP”) 98-1, “Accounting for
the Costs of Computer Software Developed or Obtdined for Internal
Use,” the Company capitalizes certain costs associated with internally
developed software such as pdyroll costs of employees devoting time
to the projects and external direct costs for materials and services.
Costs associated with ‘!nfernclly developed software to be used inter-
nally are expensed until the point the project has reached the devel-
opment stage. Subsequent additions, modifications or upgrades 1o
internal-use software are capitalized only to the extent that they allow
the software to perform a task it previcusly did not perform. Software
maintenance and training costs are expensed in the period in which
they are incurred. The capitalization of software requires judgment in
determining when a project has reached the development stage.
Further, the recovery of software projects is periodically reviewed and

may result in significant write-offs.

Pension and Post-retirement Benefits. Pension and post-retirement
health care and life insurance benefits earned by employees during the
year as well as interest on projected benefit obligations are accrued
currently. Prior service costs and credits resulting from changes in plan
benefits are amortized over the avercge remaining service period of

the employees expected to receive benefits.

In computing the pension and post-retirement benefit costs, the Company
must make numerous assumptions about such things as employee mor-
tality and turnover,; expected salary and wage increases, discount rates,

expected return on plan assets and expected future cost increases. Two

of these items generally have the most significant impact on the level

of cost—discount rate and expected rate of return on plan assets.

The Company sets its discount rate based upon the average interest rate

during the month of December for a Moody's AA rated corporate bond.

The expected rate of return on plan assets is the long-term rate of return
Qwest expects to earn on the pension trust’s assets. Qwest establishes
its expected rate of return by reviewing the investment composition of
its pension plan assets, obtaining advice from its actuaries, reviewing
historical earnings on the pension trust assets and evaluating current

and expected market conditions.

To compute its expected return on peﬁsion plan assets, the Company
applies its expected rate of return to the market-related value of the pen-
sion plan assets. The market-related asset value is a computed value that
recognizes changes in fair value of pension plan assets over a period
of time, not fo exceed five years. In accordance with SFAS No. 87,
“Employers’ Accounting for Pensions” the Compariy elected to recog-
nize actual returns on its pension plan assets ratably over a five year
period when computing its market-related value of pension plan assets.
The election was made in 1987 when SFAS No. 87 became effective.

This method has the effect of smoothing market volatility that may be

_experienced from year to year. As a result, the Company’s expected

return is not significantly impacted by the actual return on pension plan

assets experienced in the current year,

Changes in any of the assumptions made by the Company in comput-
ing the pension and post-retirement benefit costs could have an impact
on various components that comprise these expenses. Factors to be
considered include the strength or weakness of the investment markets,
changes in the composition of the employee base, fluctuations in inter-
est rates, significdnf'employee hirings or downsizings and medical cost
trends. Changes in any of these factors could impact cost of sales and
SG&A on the statement of operations as well as the volue of the asset
or liabitity on the balance sheet. f the Company’s 2001 assumed
expected raté of return of 9.4% was 100 basis points lower, the impact
would have been to decrease the pension credit, net of post-retirement

expenses, by $139 million in 2001.

Investments. The Company reviews its portfolio of equity securities on
a quarterly basis to determine whether a decline in value is other than
temporary. Many factors are considered in assessing whether a decline
in value is other than temporary, including, as may be appropriate:

+ Earnings trends and asset quality;

* Near term prospects and financial condition of the issuer;
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+ Finoncial condition and prospects of the issuer’s region and industry;

- The cause and severity of the decline in market price;

+ Analysts’ recommendations and stock price projections;

+ The length of time (generally six to nine months) that market valye was
less than the carrying value;

- Stock price volatility and near term potential for recovery; and

- Qwest’s intent and ability to refain the investment.

If Qwest determines that the decline in value of an equity security is
other than temporary, the Company will record a charge on iis state-
ment of operations to reduce the carrying value of the security to its esti-
mated fair value. Changes in market conditions and the Company's
assessment of those conditions may impact the fair value of the invest-
ments on the balance sheet as well as charges to the statement of oper-
ations. In 2001, the Company recorded total losses of $3.294 billion

resulting from other than femporary declines in value.

Impairment of long-lived assets. Long-lived assets such as good-
will, intangibles and property, plant and equipment are reviewed for
impairment whenever focts and circumstonces worront such a review.
Under current standards, the assets muét be carried at historical cost if
the projected cash flows from their use will recover their carrying
amounts on an undiscounted basis and without considering interest.
However, if projected cash flows are less than the carrying amount,
even by one dollar, the long-lived ﬁsse?s must be reduced fo their esti-
mated fair value. Considerable judgment is required to project such
future cash flows and, if required, estimate the fair value of the impaired
long-lived assets. During 2001, Qwest recorded $224 million in asset
impairments including the abandonment of software development proj-
ects. These impairments were recorded as part of the restructuring and

Mergerrelated charges.

As required, the Company must adopt SFAS No. 142, “"Goodwill and
Other Intangible Assets,” on January 1, 2002. SFAS No. 142 provides
a more restrictive fair value test to evaluating goodwill and intangibles
for impairment. Upon adoption of SFAS No. 142, the carrying value
of goodwill should be -evaluated based upon its current fair value as if
the purchase price allocation occurred on January 1, 2002. Qwest is
currently evaluating the impact of edopting the standard and believes
the effect of adoption could be a loss from a change in accounting prin-
ciple of approximately $20 billion to $30 billion. This change in
accounting principle would be reflected as a reduction in the carrying
value of goodwill in 2002. You can find additional information regard-

ing this matter in “New Accounting Standards” below.

Exit costs and restructuring reserves. Periodically, the Company com-
mits to exit certain business activities, eliminate office or facility loca-
tions and/or reduce its number of employees. The charge to record
such a decision depends upon various assumptions, including future
severance costs, sublease or disposal costs, contractual termination
costs and so forth. Such estimates are inherently judgmental and may
change based upon actual experience. During the fourth quarter of
2001, the Company recorded a $749 million restructuring charge
to reduce the current number of employees, consolidate and sublease
facilities and abandon certain capital projects in process, terminate

certain operating leases and recognize certain asset impairments.

Due fo the estimates and judgements involved in the application of each
of these accounting policies, future changes in these estimates and mar-
ket conditions could have a material impact on the Company's finan-

cial condition or results of operations. .

New Accounting Standards

In June 1998, the FASB issued SFAS No. 133, “Accounting for Deriva-

tive Instruments ond Hedging Activities” This statement establishes

accounting and reporting standards for derivative instruments and
hedging activities. SFAS No. 133 requires, among other things, that all
derivative instruments be recognized ot fair value as assets or liabilities
in the consolidated balance sheets and changes in fair value generally
be recognized currently in earnings unless specific hedge accounting
criteria are met. The adoption of SFAS No. 133 on January 1, 2001

did not have a material impact on Qwest's consolidated financial results.

In September 2000, the FASB issued SFAS No. 140, “Accounting for
Transfers and Servicing of Financial Assets and: Extinguishments of
Liabilities” This statement provides accounting and reporting standards
for transfers and servicing of financial assets and extinguishment of lia-
bilities. SFAS No. 140 requires that after a transfer of financial ossets,
an entity contfinues to recognize the financial and servicing assets it
controls and the licbilities it has incurred and does not recognize those
financial and servicing assets when control has been surrendered and
the liability has been extinguished. SFAS No. 140 is effective for trans-
fers and servicing of financial assets and extinguishments of liabilities
occurring after March 31, 2001. The adoption of SFAS No. 140 did

not have a material impact on Qwest’s consolidated financial results.

In June 2001, the FASB issued SFAS No. 141, “Business Combina-
tions.” This pronouncement eliminated the use of the “pooling of inter-
ests” method of accounting for all mergers and acquisitions. As a result,
all mergers and acquisitions will be accounted for using the “purchase”

method of accounting. SFAS No. 141 is effective for all mergers and
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acquisitions initiated after June 30, 2001. Adoption of this pronounce-

ment had no impoct on Qwest’s consolidated financial statements.

in June 2001, the FASB issued SFAS No. 142, “Goodwill and Other
Intangible Assets” This statement addresses financial accounting and
reporting for intangible assets {excluding goodwill) acquired individu-
ally or with a group of other assets at the time of their acquisition. It
also addresses financial accounting and reporting for goodwill and
other intangible assets subsequent to their acquisition. Intangible assets
(excluding goodwill) acquired outside of a business combination will
be initially recorded at their estimated foir value. If the intangible asset
has a finite useful life, it will be amortized over that life. Intangible
assets with an indefinite life are not amortized. Both types of intangi-
ble assets will be reviewed annually for impairment and a loss recorded
when the asset’s carrying value exceeds its estimated fair volue. The
impairment test for intangible assets consists of comparing the fair value
of the intangible asset 1o its carrying value. Fair value for goodwill and
intangible assets is determined based upon discounted cash flows and
appraised values. If the carrying value of the intangible asset exceeds
its fair value, an impairment loss is recognized. Goodwill will be treated
similar to an intangible asset with an indefinite life. SFAS No. 142 is
effective for fiscal years beginning after December 15, 2001. As
required, the Company will adopt SFAS No. 142 effective January 1,
2002. The adoption of SFAS No. 142 will reduce Qwest’s amortiza-
tion expense by approximately $900 million annually, beginning
January 1, 2002. Because goodwill amortization expense is non-
deductible for tax purposes, the impact on net income should be an
increase of approximately $900 million. Upon odoption of SFAS
No. 142, the carrying value of goodwill should be evaluated based
upon its current fair value as if the purchase price ollocation occurred
on January 1, 2002. Qwest is currently evoluating the impact of adopt-
ing the standard and believes the ‘effect of adoption could be a loss
from a change in accounting principle of approximately $20- billion to
$30 billion. This change in accounting principle would be reflected as

a reduction in the carrying value of goodwill in 2002.

In June 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations” This statement deals with the costs of closing
facilities ond removing assets. SFAS No. 143 requires entities to record
the fair value of o legal liability for an asset retirement obligation in the
period it is incurred. This cost is initially capitalized and amortized
over the remaining life of the under‘lying asset. Once the obligation is
ultimately settled, any difference between the final cost and the
recorded liability is recognized as a gain or loss on disposition. As

required, the Company will adopt SFAS No. 143 effective January 1,

2003. Qwest is currently evaluating the impact this pronouncement will

have on its future consolidated financial results.

In August 2001, the FASB issued SFAS No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets.” This pronouncement
addresses how to account for and report impairments or disposals of
long-lived assets. Under SFAS No. 144, an impairment loss is to be
recorded on long-lived assets being held or used when the carrying
amount of the asset is not recoverable from its expected future undis-
counted cosh flows. The impairment loss is equal to the difference
between the asset’s carrying amount and estimated fair value. In addi-

tion, SFAS No. 144 requires long-lived assets to be disposed of by

-other than a sale for cash are to be accounted for and reported like

assets being held and used. Long-lived assets to be disposed of by sale
are to be recorded at the lower of their carrying amount or estimated
fair value (less costs to sell) at the time the plan of disposition has been
approved and committed to by the appropriate company management.
As required, the Company will adopt SFAS No. 144 effective Jan-
vary 1, 2002. As a result of the adoption of SFAS No. 144, Qwest
will no longer recognize revenues from optical capacity transactions

on sales-type leases.

On July 19, 2001, the EITF issued its consensus regarding EITF Issue
00-11, “Meeting the Ownership Transfer Requirements of FASB State-
mentNo. 13 for Leases of Real Estate” This EITF is primarily concerned
with ownership transfer requirements for property under a sales-type
lease as defined in SFAS No. 13. According to the consensus, integral
eguipment subject to a lease should be evaluated as real estate under
SFAS No. 13; as amended by SFAS No. 98. In addition, the consen-
sus states that a nominal purchase option contained in a lease does not
satisfy the transfer of ownership criterion in SFAS No. 13 for transfers
of real property, if the failure to pay the nominal amount results in
ownership not being transferred to the lessee. EITF 00-11 provides,
however, that this criterion will be met in cases involving integral
equipment or property improvements when the lessor agrees, regard-
less of whether or not the lessee pays any amount, to execute and
deliver to the lessee all documents (including, if applicable, a bill of
sale) that may be required to release the property from the lecse and
transfer ownership to the lessee. The consensus on EITF 00-11 applies
to leases entered into after July 19, 2001 ond to certain leases modi-
fied after that date. Qwest believes it is in compliance with the require-
mients of SFAS No. 13 and the EITF consensus for all relevant sales-type
transactions such as optical capacity asset sales entered into after the:

issuance of the EITF consensus that it treated as sales-type [eases.
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Related Party Transactions

During 2001 and 2000, Qwest entered into several transactions in the
normal course of business with KPNQwest for the purchase and sale of
optical capacity assets and the provisioning of services such as private
line, Web hosting, IP transit and DIA. The Company made. purchases
from KPNQwest of approximately $213 miltion and $70 million in
2001 and 2000, respectively. Qwest sold products and services to
KPNQwest in the amount of $18 million and $26 million in 2001 and
2000, respectively. At December 31, 2001 and 2000, Qwest had a
receivable from KPNQwest for these products and services of $8 mil-
lion and $7 million, respectively. Pricing for these services was based
on what the Company believed to be fair market value ot the time the
transactions were consummated. The sales to Qwest were in accor-

" dance with the distribution agreement Qwest has with KPNQwest,
whereby Qwest is, in certain circumstances, the exclusive distributor of
certain of KPNQwest's services in North Americo. Qwest owns approx-
imately 47.5% of the outstanding shares of KPNQwest’'s common stock.
As of December 31, 2001, Qwest had a remaining unconditional pur-
chase obligation to purchase up to 81 million (or $72 million based
on a conversion rate at December 31, 2001} worth of network capac-
ity from KPNQwest through 2002. Qwest has no further obligation to
fund KPNQwest.

In October 1999, Qwest and Anschutz Digital Media, Inc. ("ADMI"),
an aoffiliate of Anschutz Company, formed a joint venture called Qwest
Digital Media, LLC {“QDM") thot provided advonced digital produe-
tion, post-production and transmission facilities, digital media storage
and distribution services, telephony-based data storage and enhanced
services, access and routing services. Qwest contributed approximately
$84.8 million in the form of a promissory note payable over nine
years of an annual interest rate of 6%. At inception, Qwest and ADMI
each owned a 50% equity and voting interest in the joint venture. In
June 2000, Qwest acquired an additional 25% interest in QDM directly
from ADMI. Qwest paid approximately $48.2 million for the interest;
approximately $4.8 million was paid in cash at closing ond the remain-
ing $43.4 million was paid with approximately $1.8 million in inter-
est, on January 2, 2001. Following this transaction, Qwest owned a
75% economic interest and 50% voting interest in QDM and ADMI

owned a 25% economic interest and a 50% voting interest.
g

In October 1999, Qwest also agreed to purchase certain telephony-
related assets and all of the stock of Precision Systems, Inc., a tele-
communications solutions provider, from ADMI in exchange for a
promissory note in the amount of approximately $34 million. The note
bears interest at 6% annually with semi-annual interest payments and

annual principal payments due through 2008.

In October 1999, Qwest entered into a long-term Master Services
Agreement {the “MSA”) with QDM under which QDM agreed to pur-

chase approximately $119 million of telecommunication services
through October 2008 and Qwest agreed to extend credit to QDM
for the purpose of making payments for the telecommunication services.
Each October, QDM would be required to pay Qwest an amount equal
to the difference between certain specified annual commitment levels
and the amount of services actually purchased under the MSA -at that
time. In October 2001, Qwest agreed to release QDM from its obli-
gation to acquire telecommunications services from Qwest in exchange
for QDM forgiving Qwest’s $84.8 million promissory note {after giving
effect to a payment by Qwest of $2.5 million in accrued interest and
$1.3 million in principal on the note). Prior to termination of the MSA,
Qwest advanced QDM the amount QDM owed for accrued telecom-
munications services of $3.8 million and QDM applied the advance to
pay Qwest the amount owing for the services, including interest on
amounts past due. Concurrently with terminating the MSA, QDM repaid
the $3.8 million advance under the MSA.

During 2001, Qwest recorded a charge of $15 million that represented
its share of an impairment charge recorded by QDM. In December
20071, Qwest management made o decision to discontinue funding
QDM, resulting in a charge of $18 million. In February 2002, o deter-

mination was made to discontinue the QDM business.

Risk Management

Quwest is exposed to market risks arising from changes in interest rates.
The objective of the Company’s interest rate risk management program
is to manage the level and volatility of its interest expense. Qwest may
employ derivative finoncial instruments to manage its interest rate risk
exposure. The Corhpony may also employ financial derivatives to
hedge foreign currency exposures associated with particular debt. With
the seftlement of the Global Crossing derivative in 2001, Qwest no

longer holds any derivatives for other than hedging purposes.

As of December 31, 2001 and 2000, approximately $3.6 billion and
$2.4 billion, respectively, of floating-rate debt was exposed to changes
in interest rates. This exposure is linked to commercial paper rates and
London Interbank Offered Rates (“LIBOR”}. A hypothetical increase of
one-percentage point in commercial paper rates and LIBOR would
increase annual pre-tax interest expense by $346 million. As of Decem-
ber 31, 2001 and 2000, Qwest also had approximately $1.2 billion
of long-term fixed rate debt obligations maturing in the following 12
months. Any new debt obtained to refinance this debt would be

exposed to changes in interest rates. A hypothetical 10% change in the
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interest rates on this debt would not have had a material effect on the

Company’s earnings. Qwest had $20.2 billion and $15.4 billion of

long-term fixed rate debt ot December 31, 2001 and 2000, respectively. A 1% increase in the interest rates on this debt would result in a decrease

in the fair value of these instruments of $1.1 billion and $827 million at

December 31, 2001 and 2000, respectively. A decrease of 1% in the

interest rates on this debt would result in an increase in the fair value of these instruments of $1.2 billion and $886 million at December 31,

2001 and 2000, respectively.

Upon the completion of the additional purchase of shares of KPNQwest
statements, Qwest holds approximately 214 million shares of stock in

KPNQwest the Company owns were eliminated. At December 31, 2001

common stock, as described in Note 3 to the consolidated financial
KPNQwest and the restrictions on the marketability of all shares of
and 2000, the publicly traded Class C Stock of KPNQwest was trad-

ing at $7.15 and $18.94 per share, respectively. The corrying'vclue of the Company’s KPNQwest investment was approximately $6.10 per
share ot December 31, 2001. A hypothetical 10% decline in the public trading price of KPNQwest at December 31, 2001 could decrease the

value of the Company’s investment by approximately $150 million.

Equity investments in other p'ublicly traded companies consisted of the fol

December 31, 2001

lowing (doliars in millions):

December 31, 2000

Unrealized Unrealized Unrealized Unrealized
Cost Gains Losses Fair Value Cost Gains Losses Fair Value
$ 9 $ 2 $ (1) $ 10 $ 90 $ 30 $ (62) $ 58

The estimated potential loss in fair value resulting from a hypothetical
10% decrease in the December 31, 2001 prices quoted by stock
exchanges would decrease the fair value of the Company’s other mar-

ketable equity investments by $1.0 million.

Special Note Regarding Forward-Looking Statements

This annual report contains or incorporates by reference “forward-looking
statements,” as that term is used in federal securities laws, about Qwest'’s
financial condition, results of operations and business. These statements

include, omong others:

staternents concerning the benefits that Qwest expects will result from
its business activities and certain transactions Qwest has completed,
such as increased revenues, decreased expenses and avoided expenses
and expenditures; and

+ statements of Qwest’s expectations, beliefs, future plans and strate-
gies, anticipated developments and other matters that are not histor-

ical tacts.

These statements may be made expressly in this document or may be
incorporated by reference to other documents Qwest will file with the

SEC. You can find many of these statements by looking for words such

" on
’

]

expects,

won
’

as “believes anticipates,” “estimates,” or similar expres-

sions used in this report or incorporated by reference in this report.

F-3¢

These forward-looking statements are subject o numerous assumptions,
risks and uncertainties that may cause Qwest's actual results to be
materially different from any future results expressed or implied by the

Company in those statements,

Because the statements are subject to risks and uncertainties, octual
results may differ materially from those expressed or implied by the
forward-looking statements. Qwest cautions you not to place undue

reliance on the statements, which speak only as of the date of this report.

Further, the information contained in this document or in a decument
incorporated or deemed to be incorporated by reference herein is a
statement of Qwest’s present intention and is based upon, among other
things, the existing regulatory environment, industry conditions, market
conditions and prices, the economy in general and the Company’s
assumptions, Qwest may change its intentions, at any time and without
notice, based upon any changes in such factors, in the Company’s

assumptions or otherwise.

Risk Factors Impacting Forward-Looking Statements

In addition to the risk factors set forth in more detail below, the impor-
tant factors that could prevent Qwest from achieving its stated gools
include, but are not limited to, the following:

+ potential fluctuations in quarterly results;

» volatility of Qwest's stock price;



+ intense competition in the markets in which Qwest competes;

+ changes in demand for Qwest’s products and services;

adverse economic conditions in the markets served by Qwest or by

componies in which Qwest has substantial investments;

+ dependence on new product development and accelerotion of the
deployment of advanced new services, such as broadband data, wire-
less and video services, which could require substantiol expenditure
of financial and other resources in excess of contemplated levels;

--higher than anticipated employee levels, capital expenditures and

operating expenses;

adverse changes in the regulatory or legislative environment affect-

ing Qwest’s business;

+ adverse developments in commercial disputes or legal proceedings;
and

» changes in the outcome of future events from the assumed outcome

included by Qwest in its significant accounting policies.

The cautionary statements contained or referred to in this section should
be considered in connection with any subsequent written or oral for-
ward-looking statements that Qwest or persons acting on its behalf may
issue. Qwest does not undertake any obligation to review or confirm
anclyst's expectations or estimates- orto release publicly ony revisions
to any forward-looking statements to reflect events or circumstances
ofter the date of this report or to reflect the occurrence of unonticipated
events. In addition, Qwest makes no representation with respect to any
materials availoble on the Internet, including materials available on the

Company’s website.

Other Risk Factors

Continued downturn in the economy in the Company’s local
service area could affect its operating results, The Company’s
operations in its 14-state local service area of Arizona, Colorado,
idaho, lowa, Minnesota, Montana, Nebraska, New Mexico, North
Dakota, Oregon, South Dakota, Utah, Washington and Wyoming have
been impacted by the continuing weakness in that region’s economy.
Because customers have less discretionary income, demand for second
lines or additional services has declined. This eeonomic downturn in
the Company’s local service area has also led to an increased customer
disconnection rate, and has resulted in an increase in both accounts
receivable and bad debt. In addition, several of the companies with
which the Company does business appear to be in financial difficulty
or have filed for bankrupfcy protection, and the Company could
be adversely affected by the loss or reduction of its business with

those companies.

The Company anticipates that the economic downturn in its local serv-
ice area will be deeper and last longer than it had previously expected.
Also, the Company believes that this region’s economy lagged the
national economy in entering the downturn and may follow the national
economy in recovery by an indeterminote period. This continued eco-
nomic slowdown will affect demand for the Company’s products and

services within its local service region.

Any adverse outcome of the SECs current informal inquiry
could have a negative impact on the trading price of the
Company’s securities. On March 8, 2002, the Company received
on informal inquiry from the Denver regional office-of the SEC request-
ing voluntary production of documents. The matters identified by the
SEC as the focus of the informal inquiry relate to three areas of the
Company’s accounting policies, practices and procedures in 2000 and
2001, including revenue recognition and’ accounting treatment of:
- sales of optical capacity assets (IRUs), particularly sales to customers
from whom the Company agreed to purchase optical capacity assets;
» the sale of equipment by the Company to customers from which it
bought Internet services or to which it contributed equity financing,
including equipment sales to KMC Telecom Holdings, inc. and Calpoint
LLC; and
+ Qwest Dex; particularly changes in the production schedules and lives

of some directories.

The Company intends to fully respond to this request.

If the SEC takes any formal action against the Company as a result of
the informal inquiry, investor confidence could decline and the trading
price of the Company’s securities could be adversely affected.
Moreover, there can be no assurance that the SEC will agree with cer-
tain of the Company’s policies, practices or procedures with respect to
one or more of these or other areas of inquiry and, if it were to dis-
agree, that the Company will not be required to restate earnings for
prior periods. Although the Company cannot predict what policies,
practices or procedures, if any, might be subject to any disagreement
with the SEC, it does not believe that any resulting restatement would
have a material offect on revenues or adjusted EBITDA, on an as
reported or pro forma bosis, although it may have o materia! offect on
net income or earnings per share. The amount of revenue and gross
margin aftributable to all optical capacity asset sales (including, but not
limited fo, the contemporaneous transactions) in 2001 and 2000 is as
follows: (1) revenues of $1.013 billion, or 5.1% of total revenue, in 2001
and $468 million, or 2.8% of total revenue, in 2000 and (2) gross.
margin of $486 million, which is 6.6% of adjusted EBITDA in 20071,
and $232 million, which is 3.4% of adjusted EBITDA in 2000. On an
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after-tax basis, the gross margin of all optical capacity asset sales was
approximately $290 million and $140 million in 2001 and 2000,
respectively. These amounts would be partially offset by the amounts
that may be recognized over the lives of the agreements if these opti-

cal capacity asset sales had instead been treated as operating leases.

Increased scrutiny of financial disclosure, particularly in the
telecommunications industry in which the Company operates,
could reduce investor confidence, and any restatement of
earnings could limit the Company’s ability to access the cap-
ital markets and increase litigation risks. Congress, the SEC,
other regulatory authorities and the media are intensely scrutinizing a num-
ber of financial reporting issues and practices. Although all businesses face
uncertainty with respect to how the U.S. financial disclosure regime may
be impacted by this process, particular aftention has been focused recently
on the telecommunications  industry. Recent Congressional hearings, for
"example, have related to the telecommunications industry practice of
accounting for optical capacity asset sales (IRUs), as well as the appro-

pricteness and consistency of pro forma financial information disclosure.

This heightened scrutiny could adversely affect investor confidence and
cause the trading price for the Company’s securities to decline. In addi-
tion, there can be no assurance that the Company will not have to
restote earnings for prior périods as a result of any formal actions, the
SEC’s review of the Company’s filings or any internal analyses or other-
wise. Any such restatement could adversely impact the Company’s abil-
ity to access the capitcl markets or the trading price of its securities.
The recent scrutiny regarding financial reporting has also resulted in
an increose in litigation in the telecommunications industry, including
litigation against the Company. There can be no assurance that any
such litigation will not have a material adverse impact on the Company

or the trading price of its securities.

Rapid changes in technology and markets could require sub-
stantial expenditure of financial and other resources in
excess of contemplated levels, and any inability to respond
~ to those changes could reduce the Company’s market share.
The telecommunications industry is experiencing significant technological
changes, and the Company’s c:bili?y to compete depends upon its ability
to develop new products and accelerate the deployment of advanced new
services, such as broadband data, wireless and video services. The devel-
opment and deployment of new products could require substantial expen-
diture of financial and other resources in excess of contemplated levels. If
the Company is not able to develop new products to keep pace with tech-
nological advances, or it such producis are not widely accepted by cus-

tomers, the Company’s ability to compete could be adversely affected and

F-43

its maorket share could decline: Any incbility to keep up with changes
in technology and markets could-also adversely affect the trading price

of the Company’s securities and its ability to service its debt.

Difficulties in combining operations and realizing synergies
could gﬁeci the Company’s results of operations. The
Company continues to expect that the Merger will result in certain long-
term benefits, including operating efficiencies, cost savings, synergies
and other benefits. Achieving the benefits of the Merger depends in
part upon the integration of the original businesses of U S WEST and
Qwest in an efficient manner, which the. Company believes will require
considerable effort. In addition, the cansolidation of operations has
required and will continue to require substantial aftention from man-
agement. The diversion of management attention and any difficulties
encountered in the integration process could have a mcﬁericl adverse
effect on the revenues, levels of expenses and operating resulis of the
combined company. No assurance can be given that the Company will
succeed in integrating its operations in a timely manner or without
encountering significant difficulties or that the expected operating effi-
ciencies, cost savings, synergies and other benefits from such integro-
tion will be realized.There can be no assurance that such integration
efforts will not have o material adverse effect on the Company’s abil-
ity to compete or will not materially affect its ability to service its debt

or the trading price of its securities.

The Company’s ability to compete will depend, in part, on its
future ability to provide interLATA services. In the local service
area where the Company provides service as an incumbent local
exchange carrier, it generally is not permitted to provide interLATA serv-
ices until it satisfies certain regulatory conditions set forth in the
Telecommunications Act of 1996 primarily related to local exchange tele-
phone competition. These restrictions generally prohibit Qwest from pro-
viding service between the multiple LATAs in its local service area, and
between its local service area and the rest of the country, including pro-
viding private line service, long distance services originating in the local
service areq, and toll-free long distance services terminating in the local
service area. These restrictions will be lifted on o state-by-state basis fol-
lowing further proceedings in eoch of the 14 states of the local service
area, and upon the approval of the Federal Communications Commission
(“FCC"). The Company currently expects to have filed all its applicotions
with the FCC for authority to enter the interLATA business in each of the
states in its local service area by mid-2002 and to receive approval of
each application within 90 days after filing. However, 1heré can be no
assurance that the Company will be in a position to make these applica-
tions to the FCC on its current schedule, or will obtain timely approval of

these applications. As a result of these restrictions on in-region interLATA



services, the Company currently is not able to offer a ubiquitous com-
munications solution to those customers requiring services both in and
out of the local service area. Any delay in obtaining necessary FCC
approvals may materially, adversely impact the Company’s ability to
achieve its targeted growth in naotional accounts requiring these serv-
ices. Even ofter elimination of the interLATA restrictions, the Company's
long-distance operations will be subject to various regulatory con-
straints, including the requirement that interLATA services be offered
through o subsidiary that is structurally separated from its local
exchange company. There can be no assurance that these regulations
will not have a material adverse effect on the Compony’s ability to com-
pete or will not materially affect its ability to service its debt or the trad-

ing price of its securities.

Quantitative and Qualitative Disclosures About Market Risk

The information under the caption “Risk Management” in ”Mcndge-
ment's Discussion and Analysis of Financial Condition and Results of

Operations” is incorporated herein by reference.
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Report of Independent Public Accountants

To Qwest Communications International Inc.:

We have audited the accompanying consolidated balance sheets
of Qwest Communications International Inc. and subsidiaries as of
December 31, 2001 and 2000, and the related consolidated state-
ments of operations, stockholders’ equity and cash flows for each of
the three years in the period ended December 31, 2001. These con-
solidated financial statemenis are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these con-

solidated financial statements based on our audits.

We conducted our audits in occor‘dcnce with auditing standards gen-
erally accepted in the United States. Those standards require that we
plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement.
An (.JUdiT includes examining, on o test basis, evidence supporting the
amounts and disclosures in 'rhé financial statements. An oudit olso
includes assessing the accounting principles used and significant
estimates made by management, os well as evaluating the overall finan-
cial statement presentation. We believe that our audits provide a rea-

sonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly,
in all material respects, the financial position of Qwest Communications
International Inc. and subsidiaries as of December 31, 2001 and 2000,
and the results of their operations and their cash flows for each of the
three years in the period ended December 31, 2001, in conformity with

accounting principles generally accepted in the United States.

Clrthun (rdocsen KLP

Denver, Col_orodo,

January 29, 2002 (except for the
matters discussed in Note 15, as to
which the date is March 31, 2002).



Consolidated Statements of Operations

Year Ended December 31, (Dollors in millions, except per share omounts} 2001 2000 ' 1999

Operating revenues:

Commercial services . $ 11,118 $ 8,436 $ 5,598
Consumer services ‘ 5,900 . 5,360 4,662
Directory services 1,604 1,530 . 1,436
Switched access services ] 1,073 . 1,284 1,486
Total opercﬁng‘revenues 19,695 16,610 13,182
Operating expenses: . o .
Cost of sales ‘ 7111 4,923 3,725
Selling, general and administrative 5,231 4,770 3,753
Depreciation 3,994 2,706 2,367
Goodwill and other intangible amortization 1,341 636 —
Restructuring, Mergerrelated and other charges 1,198 1,752 —
Total operating expenses 18,875 14,787 9,845
Operating income . 820 1,823 3,337
Other expense (income):
Interest expense—net 1,442 1,041 736
Investment write-downs ) 3,294 ' 447 —
Decline in market value of financial instruments : 7 470 56
Expenses reloted to terminated merger — — 282
(Gain) loss on sales of rural exchanges and fixed assets {(51) 28 —
(Gain) loss on sale of investments (26) (327) 367
Other expense (income)—net ‘ . 112 38 (6)
Total other expense—net ) 4,778 1,697 1,435
(Loss) income before income taxes, extraordinary item and cumulative effect of change ) .
in accounting principle ‘ (3,958) 126 1,902
Provision for income taxes — 207 800
(Loss) income before extraordinary item and cumulative effect of change in accounting principle (3,958} . (81) 1,102
Extraordinary item—early retirement of debt, net of tax ‘ (65) — —
Cumulative effect of change in accounting principle, net of tax — — 240
Net (loss) income $ (4,023) 3 (81) $ 1,342

Basic {loss) earnings per share:
{Loss) income before extraordinary item and cumulative effect of change in

accounting principle $ (2.38) $ (0.06) 5 1.26
Extraordinary item—early retirment of debt, net of tax ‘ (0.04) ‘- — —
Cumulative effect of change in accounting principle, net of tax — — 0.28

Basic (loss) earnings per share $  (2.42) $ (0.08) $ 1.54

Diluted (loss) earnings per share:
(Loss) income before extraordinary item and cumulative effect of change in

accounting principle 5 (2.38) $ (0.06) $ 1.25
Extraordinary item—early retirement of debt, net of tax (0.04) — —
Cumulative effect of change in accounting principle, net of tax - — — 0.27

Diluted (loss} earnings per share $ (2.42) $ (0.06) $ 1.52
Basic weighted average shares outstanding (in 000's) 1,661,133 1,272,088 872,309
Diluted weighted average shares outstanding (in 000’s) 1,661,133 1,272,088 880,753

The accompanying notes are on integral part of these consolidated financial statements.
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Consolidated Balance Sheets

December 31, (Dollars in millions, except per share amounts) 2001 2000°
Assets
Current assets:
Cash and cash equivalents : $ 257 3 154
Accounts receivable—net ) 4,502 4,235
Inventories and supplies R . 377 - 275
Deferred tax assets — 72
Prepaid and other : ' 621 463
Total current assets : ‘ : ’ 5,757 5,199
Property, plant and equipment—net ' ' 29,977 25,760
Goodwill and other intangible assets—net 34,523 32,327
Investments—net : " 1,400 8,186
Other assets . ‘ 12,124 2,029
Total assets ‘ . % 73,781 $ 73,501
Liabilities and Stockholders’ Equity o e
Current liabilities: ‘
Current borrowings : : $ 4,806 $ 3,645
Accounts payable 1 ,529 v 2,049
Accrued expenses ond other current liabilities ’ 3,262 3,589
Advance billings and customer deposits ' 392 393
' Total current liabilifies | 9,989 9,676
Long-term borrowings 20,197 15,421
Post-retirement and other post-employment benefit obligations . f,923 2,952
Deferred income taxes ' 2,194 1,768
’ Deferred credits and other 1,823 2,380
Commifmen'rs and contingencies (Note 11) ‘
Stockholders’ equity:
Preferred stock—$1.00 par value, 200,000,000 shares authorized, none issued and outstanding ’ — —
Common stock—30.01 par value, 5 billion shares authorized, 1,687,489,169 and 1,672,218,763
issued, 1,663,546,598 and 1,672,218,763 outstanding . 17 17
Additional paid-in capital . 41,801, 41,289
Treasury stock, at cost . (1,041) —
{Accumulated deficit) retained earnings (4,082) 24
Accumulated other comprehensive loss . (40) (26)
Total stockholders’ equity » 36,655 41,304
Total liabilities and stockholders’ equity ) : $ 73,781 $ 73,501

The accomponying notes are an integral part of these consolidated financie! statements.
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Consolidated Statements of Cash Flows

Year Ended December 31, (Dollars in millions)

Operating Activities
Net (loss) income
Adjustments to net (loss} income:

Depreciation and amortization
Non-cash Mergerrelated and restructuring charges
Loss on exchanges, investments and derivatives
Provision for bad debts
Cumulative effect of change in accounting principle—nef
Deferred income taxes
Equity method losses

Loss on early retirement of debt—net

Changes in operating assets and liabilities: ‘
Accounts receivable (1,079) (899) . . (284)

Inventories, supplies, prepaids and other current assets (244) (184) (106)
Accounts payable, accrued expenses and advance billings (849) (417) 345
Restructuring and Merger+elated reserves (674) (679) —_
Other 7 (280) 316
Cash provided by operating activities 4,034 3,681 4,546

Investing Activities

Expenditures for property, plant and equipment (8,543) (6,597) (3,944)
Cash acquired in connection with Merger — 407 —
Proceeds from sale of equity securities — 868 —
Proceeds from sale of investment in Global Crossing . ’ — 1,140 —_
Proceeds from sale of access lines 94 19

Investment in equity securities (89) (510) (2,464) -
Other {85) (121) (54)
Cash used for investing activities (8,623) (4,794) (6,462)

Financing Activities

Proceeds from (repayments of) current borrowings : 1,243 (2,200) 1,304
Proceeds from long-term borrowings 6,937 4,295 2,078
Repayments of long-term borrowings (2,553) (655) (336)
Costs relating to the early retirement of debt (106) — —
Proceeds from issuance of common stock 286 320 102
Repurchase of stock from BellSouth _ (1,000) — —
Dividends paid on common stock . . (83) (542) (1,187)
Other (32) (29) (16)
Cash provided by financing acthivities 4,692 1,189 1,945

Caosh and Cash Equivalents

Increase 103 76 29
Beginning balance ) 154 78 49
Ending balance $ 257 $ 154 $ 78

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Stockholders’ Equity

Commen {Accumulated »
Qwest Stock and Deficit) Other

Common Additional Treosury Retained Comprehensive
(Dollars in millions, shares in thousands) Stock Paid-in Capital Stock Earnings . Income (Loss} Total
Balance, December 31, 1998 - 869,680 $ 532 $ - § 223 $ 755
Net income . — — — 1,342 S 1,342° . 1,342
Other comprehensive income, net of taxes — — — 222 222 222
Tq#ul cotmprehensive income — — — — $ 1,564
Dividends declared on common stock : — — — - (1,1.88) (1,188)
Common stock issuances - 5,790 124 . — — 124
Balance, December 31, 1999 875,470 656 — 599 1,255
Net loss — — — (87) $ (81) (81)
Other comprehensive loss, net of taxes — — — (248) (248} (248)
Total comprehensive loss — — — — 5 (329)
Issuance of shares in connection with o

the Merger 775,175 40,020 — o — 40,020

Dividends declared on common stock - — — (272) (272)
Common stock issuances 21,574 630 — — 630
Balance, December 31, 2000 1,672,219 41,306 — (2) ) 41,304
Net loss — — — (4,023) $ (4,023) (4,023)
Other comprehensive loss, net of taxes — — — (14) ‘ (14) {14)
Total comprehensive loss — — — — $ (4,037) ‘
Dividends declared on common stock — — — ‘ (.83) (83)
Repurchase of stock (23,943) - (1,041) — (1,041)
‘Common stock issuances 15,271 512 — — 512
Bc:lcnince, December 31, 2001 1,663,547 § 41,818 . 5 (1,041) $ (4,122) $ 36,655

The accompanying notes are an integral part of these consolidated financial siatements.
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Notes to Consolidated Financial Statements
For the Years Ended December 31, 2001, 2000 and 1999

Note 1: Business and Background

Qwest Communications International Inc. {“Qwest” or the “Company”)
provides local telecommunications and related services, wireless serv-
ices and directory services in the 14-state loca!l service area of Arizona,
Colorado, ldaho, lowa, Minnesota, Montuno, Nebraska, New Mexicé,
North Dakota, Oregon, South Dakota, Utah, Washington and Wyoming
(“local service area”). The Company provides reliable, scalable and
secure broadband duid, voice and image communications. The Com-
pany provides advanced communications services and data, multime-
dia and Internet-based services on a national and global basis. Qwest
principally serves global and national business and government cus-
tomers, and residential and small business customers primarily in its
local service area. Qwest is incorporated under the laws of the State

of Delaware.

On June 30, 2000, Qwest completed its acquisition (the “Merger”) of
U S WEST, Inc. {“U 5 WEST”). U S WEST was deemed the accounting
acquirer and its historical financial statements have been carried for-
ward as those of the combined company. In connection with the
Merger, each outstanding share of U S WEST common stock was con-
verted into the right to receive 1.72932 shares of Qwest common stock
{ond cash in liev of fractional shores). In addition, all outstanding
U S WEST stock options were converted into options to acquire Qwest
common stock. All share and per share amounts for 2000 and 1999

have been restated to give retroactive effect to the exchange ratio.

The Merger has been accounted for as a reverse acquisition under the
purchase method of accounting with U § WEST being deemed the
accounting acquirer and Qwest (prior to the Merger or “pre-Merger
Qwest”) the acquired entity. The total value of the consideration was
approximately $40.0 billion, which has been allocated to the identifi-
able tangible and intangible assets and liabilities of pre-Merger Qwest.
During the second quarter of 2001, Qwest completed the ollocation of

the purchase price to the acquired net assets of pre-Merger Qwest and

adjustments to the preliminary purchase price allocation were recorded

as follows:

Preliminary Final

Purchase Purchase

Price Price

(Dollars in billions) Allocation Adjustments Allocation

Identified intangibles $ 40 § — $ 4.1

Investment in KPNQwest, N.V. 7.9 (3.1) 4.8
Tangible ossets and

liabilities, net 0.8 0.3 1.1

Deferred income taxes (0.7 (0.1) (0.8)

Goodwill 27.9 2.9 30.8

Purchase consideration $ 40.0 $ . — $ 40.0

Prior to the Merger, pre-Merger Qwest’s investment in KPNQwest, N.V.
("KPNQwest") had a book value of approximately $552 million. The
prelimibncry purchase price allocation of $7.9 billion was based upon
the publicly traded Class C share price at the date of the Merger and
did not consider restrictions related to the Company’s Class B share
investment in KPNQwest. The determination of the fair value of the
Class B shares was completed in June 2001 resulting in a final pur-
chase price allocation of $4.8 billion and required an adjustment to
the preliminary purchase price allocation of $3.1 billion. The excess
carrying value of the Company’s investment in KPNQwest over its pro-
portionate share of KPNQwest's net equity will be amortized over 10

yeors. (See Note 3 for information on other adjustments made subse-

" quent to the final purchase price allocation relating to the KPNQwest

equity investment.)

At the time of the Merger, pre-Merger Qwest had net tangible assets
with o book value of approximately $3.0 billion. Work was completed
in June 2001 to determine the replacement cost of the fiber optic net-
work pursuant to Accounting Principles Board (“APB”) Opinion No. 16,
"Business Combinations.” This work resulted in a reduction of property,
plant and equipment of approximately $1.1 billion, which was consis-
tent with the preliminary purchase price allocation. The reduction in car-
rying value was principally due to declining replacement cost for fiber
optic network assets. There were no significant differences between the
preliminary purchase price allocation and the final appraised values
for property, plant and equipment. The remaining reduction in net tan-
gible assets related principally to increased liahilities associated with
severance costs for pre-Merger Qwest employees, costs to terminate
redundant contracts, adjustments to the fair value of pre-Merger Qwest's
obligations and fransaction costs incurred, by Qwest (the legal acquirer)

to consummate the Merger. The preliminary allocation of purchase price




to net tangible assets was adjusted upward by approximately $300 mil-
lion based upon information Qwest was actively pursuing and able to

obtain subsequent to the preliminary purchase price allocation.

For the years ended December 31, 2001 and 2000, Qwest incurred
Mergerrelated and other charges totaling $449 million and'$1.752 bil-

lion. The Company considered.only those costs that were incremental

~and directly related to the Merger to be “Merger~elated” The 2001

Qwest recorded deferred income taxes.in the purchase price allocation,
resulting from adjustments to the Company’s tangible assets and tiabil-
ities and from recording the identifiable intangible assets. Because of
the tax-free nature of the Merger, there was no corresponding increase

in the tax basis of those assets and liabilities.

The final purchase price allocation resulted in goodwill of approxi-
mately $30.8 billion that was amortized on a straight-line basis over «
40 years through December 31, 2001. Beginning January 1, 2002,
in accordance with Statement of Financial Accounting Standards
(“SFAS") No. 142, “Goodwill and Other Intangible Assets,” the Com-
pany will no longer amortize its goodwill. As requirea, Qwest is cur-
rently evaluating the impact of adopting the impairment provisions of
SFAS No. 142 and believes the effect of adoption could be a loss
from a change in accounting principle of approximately $20 billion to
$30 billion. This change in accounting principle would be reflected as

o reduction in the carrying value of goodwill.

The following unaudited pro forma results of operations are presented

ossuming the Merger had been completed on January 1, 2000:

Year Ended December 31,

(Dellars in millions, except per share amounts} 2000

{Unaudited)
Revenues $ 18,954
Net (loss} income (531)
Diluted (loss) earnings per share § (0.32)

The unaudited pro forma results of operations exclude the long-distance
business of pre-Merger Qwest conducted within the U S WEST local
service area and the pre-Merger Qwest construction activity. The long
distance activities were required to be disposed of prior to consum-
nﬁqtion of the Merger. The unaudited pro formo cmouﬁfs are not nec-
essarily indicative of the results that would have been achieved if the
Merger had been consummated on January 1, 2000, nor are the results
indicative of the expected future results of Qwest. Pro forma diluted loss
per share for the year ended December 31, 2000 excludes approxi-
mately 130 million incremental shares® attributable to options due to

their anti-dilutive effect as a result of the pro forma loss for that period.
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Mergerrelated charges are separate from and different than the restruc-
turing and other similar charges recognized in the fourth quarter of

2001 (see Note 13). A breakdown of these costs is as follows:

Year Ended December 31, (Dollars in millions) 2001 2000
Contractual sefttements and legal

contingencies _ $ 115 % 734
Severance.and employee-related charges - 187 572
Other charges 147 446
Total Mergerrelated and other charges $ 449 $ 1,752

Contractual settlements and legal contingencies of $115 million and
$734 million for 2001 and 2000, respectively, were incurred to can-
cel various commitments no longer deemed necessary .as a result of the

Merger and to settle various claims related to the Merger.

In connection with the Merger, Qwest reduced employee ‘and contrac-
tor levels by over 14,000 people, primarily by eliminating duplicate
functions. These employees were terminated prior to December 31,
2001. Included in the 2001 and 2000 severance and employee-
related charges of $187 million and $572 million, respectively, were
costs associated with payments to employees who involuntarily left
the business since the consummation of the Merger and, for 2000,
$102 million in payments that were subject to the successful comple-

tion of the Merger.

Other charges were $147 million and $446 million for 2001 and
2000, respectively. The other charges in 2001 were comprised of
533 mil.lion related to abandoned software, $19 million of asset
impairment charges and $95 million of professional fees, re-branding
costs and other costs associated with the Merger. The other charges in
2000 were comprised of a $226 million asset impairment charge for
access lines, $114 mitlion relating to ﬁbcndoned software, a $106 mil-
lion post-retirement benefit plan curtailment gain and $212 million of
professional fees, re-branding costs and other costs associated with the
Merger. The Company considered only those costs that were incre-

mental and directly related to the Merger to be Merger+elated.

After the Merger, the Company evaluated its assets for potential impair-
ment and concluded that the fair value of some of the assets was below

their carrying value. In most cases, the decline in fair value was based



upon the Company’s different intent as to the use of those assets or completion of projects after the Merger. The $19 million impairment charge
in 2001 was primarily associated with certain inventory and equipment acquired before the Merger. Qwest concluded the fair value of these
items to be minimal and, therefore, the Company recorded a charge for the full carrying value of these assets. The Company also evaluated
for impairment its dedicated special-purpose ‘access lines that it leases to Competitive Local Exchange Carriers (“CLECs”). Given the industry
conditions and regulatory changes affecting CLECs in 2000, and given the fact that these access lines have no alternative use and cannot be
sold or re-deployed, the Company concluded that the net future cash flows from the assets was negative and that sufficient cash flow would not
be generated to recover the carrying value of those assets. Therefore, the Company concluded that the fair value of those assets was minimal

and took a $226 million charge in 2000. These ossets are operated by the Company’s wholescle services segment.

Following the Merger, the Company reviewed all internal software projecis in process, and determined that certain projects should no longer be
pursued. Because the projects were incomplete and abandoned, the fair value of such software was determined to be zero. Capitalized soft-
ware costs of $33 million and $114 million were written off in 2001 and 2000, respectively. The abandoned projects included a significant

billing system replacement and a customer database system.
Offsefting the 2000 Merger+elated costs was a $106 million post-retirement benefit plan curtailment gain. This gain resulted from the post-Merger
termination of retiree medical benefits for all former U S WEST employees who did not have 20 years of service by December 31, 2000 or

would not be service pension eligible by December 31, 2003.

The 2001 Merger+elated and other charges of $449 million were net of $164 million in reversals of previously recorded Merger accruals. The

reversals were recorded in the fourth quarter of 2001 and resulted from favorable develépments in the underlying matters.

A summary of Merger+elated and other charges follows:

Jonuary 1, . December 31,

2000 2000 2000 2000

Year Ended December 31, 2000 (Dollars in millions) Balance Provision Utilization Balance
Contractual settlements and legal contingencies $§ — $ 734 . $§ 358 $ 376
Severance and employee-related charges — 572 © 442 130
Other charges . — 446 429 17
Total Mergerrelated and other charges $ — $ 1,752 $ 1,229 $ 523
Januery 1, December 31,

2001 2001 2001 2091 ' 2001

Year Ended December 31, 2001 (Dollars in millions) Balance Provision Utilizatian " Reversals Balance
Contractual setlements and legal contingencies $ 376 $ 263 $ 347 $ 148 $ 144
Severance and employee-related charges 130 199 308 12 9
Other charges ' : 17 151 164 4 —
Total Mergerrelated and other charges $ 523 $ 613 $ 819 $ 164 $ 153

As those matters identified as legal contingencies associated with con-  In 1999, U S WEST and Global Crossing Ltd. (“Global Crossing”)
tract settlements and legal contingencies are resolved, any amounts will  agreed to terminate their merger agreement. In consideration for
be paid at that time. Any differences between amounts accrued and  terminating the merger agreement, U S WEST paid Global Crossing
actual payments will be reflected in results of operations as an adjust-  $140 million in cash and tendered 2,231,076 shares (that U S WEST
ment to Mergerrelated and other charges. previously purchase& in the open market) of Global Crossing common

. ‘ stock for which U S WEST paid $140 million. These termination pay:

ments, together with costs of approximately $2 million, were charged
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to other expense in 1999. Qwest also agreed to purchase $140 mitlion
" in services from Global Crossing over four years at the best commer-
cially available prices offered by Global Crossing. As of Decem-
ber 31, 2001, Qwest had fully met its purchase commitment under

this ogreement.

Note 2: Summary of Significant Accounting Policies

Basis of presentation. The accompanying consolidated financial

statements include the accounts’ of the Company and all material

majority-owned subsidiaries. All significant infercompany amounts-

and transactions have been eliminated.

Use of estimates. The preparation of financial statements in conformity
with accounting principles generally accepted in the United Stotes
requires the-Company to make estimates and assumptions that affect
the amounts and disclosures r‘eported\ in the financial statements and

accompanying notes. Actudl results could differ from those estimates.

Reclassifications. Certain prior year balances have been reclassified

to conform to the current year presentation.

‘Change in accounting principle. Prior-to 1999, Qwest Dex, Inc.

("Dex") recognized revenues and expenses related to publishing direc-

tories using the “deferral method,” under which revenues and expenses -

were recognized over the lives of the directories, generally one year.
Effective January 1, 1999, Dex changed to the “point of publication
method” of accounting, under which the Company recognizes revenues
and expenses at the time the directory is published. This change in
methodology was made to better align Dex’s. revenue and expe‘nse
recognition with the earnings process and to beh“ebr reflelcf the seasonal
operating activity of the business. The change in qécounting principle
resulted in an increase’in net income of $240 million (net of income
tax of $153 million), or $0.27 per diluted shore,’w'hich is reported as
the cumulative. effect {(as of January 1, 1999) of a change in account-
ing principle. The Company restated its 1999 quarterly results of oper-
ations to give effect to the point of publication method. The restatement

increased net income by $13 million, or:$0.01 per diluted share.

Revenue recognition. Revenues for services are recognized when the

services are provided. Payments received in advance are deferred until

the service is provided. Up-front fees received, primarily activation fees
and installation charges, are deferred and recognized over the longer
of the contractual period or the.expected customer relationship, gen-
erally 2 to 10 years. Expected customer relationship periods are gener-

ally estimated using historical data of actual customer retention patterns.
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Directory reQen_ue is recognized ot the fime of publication. Changes in
publishing schedules may impact the timing of the recognition of direc-
tory revenue. The amount of directory revenue moy also be affected by
changes in the number of directories published and the period covered

by certain directories.

Design, engineering and installation contracts for certain customer
premise equipment agreementis are accounted for under the percentage-
of-completion method of accounting. The percentage-of-completion
method is calculated using either the ratio of total actual costs incurred
to date to-the estimated total project costs or actual labor hours to total
estimated labor hours for the project. This percentage is then applied
to the estimated total revenue for the project o determine the amount

of revenue to be recorded.

The Company has sold optical ccpdcity (also referred to as indefeasi-
ble rights of use or [RUs) on its network primarily to other telecommu-
nications service providers in the form of sales of specific channels on
Qwest's: ”Ii\;” nefwbrk or sales of specific dark fiber strands. Revenues
from transactions related to sales of optical capacity that meet the cri-
teria of o sales-type lease are-recognized-at the time the optical capac-
ity is delivered to and accepted by the customer. If the requirements for
sales-type Ieaée accounting are not met, revenue is recognized ratably
over the term of the agreement. The Company concludes IRUs are sales-
type leases for accounting purposes and recognizes revenue at the time

delivery and acceptance of the fiber or capacity takes place so long

os: (1) Qwest receives sufficient consideration; (2) (o) Qwest has passed

substantially all risks and rewards of ownership to the fiber or capacity,
including responsibility for operation and maintenance cost and risk of
technological or economic obsolescenﬁe, to the customer, (b) Qwest
does not have substantial continuing involvement with the capacity sold,
and (c} ownership has passed or will pass by the end of the agreement;
and {3) the customer receives a specific fiber or channel on the Qwest
network that only the customer can utilize.

When Qwest acquires and sells optical capacity to o company in the
same period in separate cash transactions, the Company generally
applies the guidance in Accounting Principles Board (“APB”) Opinion
No. 29, “Accounting for Nonmonetary Transactions,” and Emerging
Issues Task Force (“EITF”) Issue No. 01-02, “Inferpretations of APB
Opiﬁion No. 29 to those transactions. Qwest recognizes revenue
bosed on fair value for these contemporaneous transactions principally
based on the following factors: (1) whether the assets exchanged are
dissimilar (assets held for sale in the ordinary course of business for

ossels to be used fo provide telecommunication services), {2} whether



fair value can be determined within reasonable limits and (3) whether

from an accounting perspective, the earnings process is complete.

As required, the Company will adopt SFAS ‘No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets,” as of January 1,
2002. SFAS No. 144 requires that a long-lived asset to be disposed
of other than by sale be classified as held and used until its disposi-
tion. As a result, the Company believes it-can no longer recognize

revenue from optical capacity asset sales.

The Company routinely sells optical end customer premise equipment.
Revenue is récognized upon shipment and acceptance by the customer

when the Company acts as a principal in such transactions.

Advertising costs. Cosis related fo advertising are generolly expensed
as incurred. Advertising expense was $279 million, $470 million and
$308 mitlion in 2001, 2000 and 1999, respectively.

Income taxes. The provision for income toxes consists of an amount for
taxes currently payable and an amount for tax consequences deferred
to future periods. Investment tax credits earned prior to their repeal by
the Tax Reform Act of 1986 are amortized as reductions in income tax

expense over the lives of the assets which gave rise to the credits.

Cash and cash equivalents. Cash and cosh equivalents include highly
liquid investments with original maturities of three months or less that
are readily convertible into cash and are not subject to significont risk
from fluctuations in interest rates. As a result, the carrying amount of cash
and cash equivalents approximates their fair value. The Company’s

cash balances may exceed federally insured deposit limits. However,

the Compeny seeks to maintain cash and cash equivalent balances

with financial institutions it deems to be of sound financial condition.

Bank overdrafis of $267 million and $425 million as of December 31,

2001 and 2000, respectively, were included in accounts payable.

Receivables. The Company has agreements with other felecommunica-
tions services providers whereby Qwest agrees to bill and collect for
certain of the other telecommunications providers services rendered to
the Company’s customers within the local service area. The Company
purchases these accounts receivable from the other telecommunications
services providers on a full-recourse basis and includes these amounts
in its accounts receivable balance. The amount of the purchased receiv-
ables included in Qwest's December 31, 200] and 2000 accounts

receivable balances were $217 million and $294 million, respectively.

The Company has not experienced any significant losses under the

recourse provisions related to these purchased receivables.

Qwest also has billing and collection arrangements with other telecom-
munications services pfoviders for certain services provided by the
Company to customers outside the local service area. While these
amounts are generally billed by the telecommunications services
providers on behalf of Qwest, the Company continues tfo include the
receivables. in its accounts receivable balance due to the full recourse

provisions of the billing and-collection agreements.

The following table presents a breakdown of the Company’s accounts

receivable balances:

December 31, {Dollars in millions) 2001 2000
Trade receivables ) $ 2,937 $ 2,228
Earned and unbilled receivables 1,393 1,308
Purchased receivables 217 294
Other 327 706
Total accounts receivable 4,874 4,536
Less: allowance for bad debts (372) (301)
Accounts receivable——'nef $ 4,502 $ 4,235

The fair value of accounts receivable balances approximates their car-
rying value because of their short-term nature. Qwaest is exposed to con-
centrations of credit risk from customers within its local service area and
from other telecommunications providers. Qwest generally does not

require collateral to secure its receivable balances.

Inventories. Inventories held for sdle (primarily wireless handsets) are
carried ot the lower of cost or market on a:first-in, first-out basis.
Inventories used internally ‘are carried at dverage cost, except for sig-

nificant individual items that are valued based upon specific costs.

Property, plant and equipment. Property, plant and equipment is
carried at cost and is depreciated using straighi-line group methods.:
Generally, under the group method, when an asset is sold or retired,
the cost is deducted from property, plant and equipment and charged
to accumulated depreciation without recognition of a gain or loss.
Leasehold improvements dre amortized -over the shorter of the useful
lives of the assets or the lease term. Expenditures for maintenance and

repairs are expensed as incurred. The Company capitalizes interest

. incurred during the construction phase of its network. Capitolized

interest is reported as a cost of the network asset and a reduction

to interest expense.
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The Company enters info agreements to obtain optical capacity from
other telecommunications services providers. These agreements are
accounted for as either capital leases, operating leases :or service
agreements depending on the terms of the transaction. Optical capac-
ity agreements that meet the criteric of a capital lease cre included in

the Company’s property, plant and equipment balances.

Impairment of long-lived assets. Long-lived assets such as goodwill,
intangibles and property, plant and equipment are reviewed for
impairment whenever facts and circumstances warrant such o review.
Under current standards, the assets must be carried at historical cost if
the projected cash flows from their use will recover their carrying
amounts on an undiscounted basis and without considering interest.
However, if projected cash flows are less than the carrying amount,
even by one dollar, the long-lived assets must be reduced to their esti-

mated fair value.

Effective January 1, 2002, the Company must adopt SFAS No. 142,
SFAS No. 142 provides a more restrictive fair value test to evalvat-
ing gooawa and intangibles for impairment. Upon adoption of SFAS
No. 142, the carrying value of goodwill will be evaluated based upon
its current foir value os if the purchose price ollocotion occurred on
January 1, 2002. Qwest is currently evaluating the impact of adopting
the standard and believes the effect of adoption could be a loss from
a change in accounting principle of approximately $20. billion to
$30 billion. This change in accounting principle would be reflected as

a reduction in the carrying value of goodwill in 2002.

Customer acquisition costs. The Company defers the initial direct cost
of obtaining a customer to the extent of customer revenue generated
from installation fees. Deferred customer acquisition costs are amor-

tized over the expected life of the customer relationship.
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"Intangibles. Intangible assets arising from business combinations were

initially recorded at fair. value and are amortized on a straight-line
basis over their estimated useful lives. The components of intangibles

were as follows:

December 31,

(Dollars in millions) Estimated Life 2001 - 2000

Goodwill 40 years $ 30,774 ' § 27,923

. Product technology 10 years 2,200 2,200

Customer lists 10 years 1,200 1,200

Assembled workforce 3 years 100 100

Tradename 40 yeors 600 600
Other’ 18 months to

40 years 1,705 950

‘ 36,579 32,973

Less: accumulated amortization (2,056) (646)

Goodwill.and other intangible assets—net % 34,523 § 32,327

Given the deferioration in the market for telecommunications services,
the Company reviewed its goodwill for impairment at December 31,
2001. Current standards require use of undiscounted cash flows, with-
out consideration of interest, for impairment tests. Based upon those
standards and using the Company’s long-range plan, no impairment
was recognized at December 31, 2001. Effective January 1, 2002,
goodwill will periodically be evaluated for impairment under SFAS
No. 142. SFAS No. 142 applies o more restrictive fair value test-for
impairment. The Company is currently evclucxﬁné the impact of this new
pronouncement on ifs intangible assets. Qwest believes the effect
of adoption could be a loss from a change in accounting principle of
approximately $20 billion to $30 billion. This change in-accounting

principle would be reflected as a reduction in the carrying value of

- goodwill in 2002. Also, under SFAS No. 142, goodwill and certain

intangibles will no longer be amortized beginning January 1, 2002.
The:decrease in amortization expense in 2002 will be approximately
$900 million.

Computer software. Internally used software, whether purchased or
developed, is capitalized and amortized using the siraight-line method
over an estimated useful life of 18 months to 5 years. In accordance
with Statement of Position- (“SOP”) 98-1, “Accounting for the Costs of

Computer Software Developed or Obtained for Internal Use,” the |

"Company capitalizes certain costs associated with internally developed

software such as poyrol! costs of employees devoting time to the proj-
ects and external direct costs for materials and services. Costs asso-

cioted with internally developed softwore to be used internally is




expensed until the point the project hos reached the development stage. -

Subsequent additions, modifications or upgrades to internal-use soft-
ware are capitalized only to the extent that they allow the software to
perform o task it previously did not perform. Software maintenance
and training costs are expensed in the period in which they are
incurred. Unamortized computer software costs of $1.799 billion and
$1.173 billion as of December 2001 and 2000, respectively, which
are net of $578 million and $498 million of accumulated amertization,
respectively, ore included in intangibles and property, plant and equip-
ment. Amortization of capitalized computer software costs totaled
$425 million, $308 million and $193 million in 2001, 2000 and
1999, respectively, and was included with depreciation in the accom-
panying statements of operations. During 2001 and 2000, $101 mil-
lion and $114 million, respectively, of capitalized computer software
costs were written-off because several projects were abandoned, includ-
ing a significant billing system replacement project and a customer
database system project in 2000. The charges were recorded with the

restructuring, Merger+elated and other chcrgeé.

Investments. investments where the Company exercises significant influ-
ence but does not control the investee are accounted for.under the
equity method of accounting. Under the equity method, investments are
stated at initial cost and are adjusted for contributions, distributions and
the Company’s share of income or losses. The Company's share of

investee income or losses are recorded one month in arrears.

Equity investments where the Company cannot exercise significant
influence over the investee are carried at cost or, if the security is pub-
licly traded, at fair market value. Realized gains and losses on securi-
ties are determined on the specific identification method and are
included in current earnings. For publicly traded securities, unrealized

gains or losses, net of tax, are included in other comprehensive income.

The Company reviews its portfolio of equity securities on a quarterly

basis to determine whether a decline in value is other than temporary.

Many factors are considered in assessing whether a decline in value is

other than temporary, including, as may be appropriate:

+ Earnings trends and asset quality;

+ Near term prospects and financial condition of the issuer;

+ Financial condition and prospects of the issuer’s region and indusiry;

- The cause and severity of the decline in market price;

+ Analysts recommendations and stock price projections;

+ The length of time (generally six fo nine months) that market value was
less than the carrying value;

- Stock price volatility and near term potenticl for recovery; and

+ Qwest’s intent and ability to retain the investment.

If Qwest determines that the decline in value of an equity security is

other than temporary, the Company will record a charge on its state-
ment of operations to reduce the carrying value of the security to its

estimated fair value.

Accrued expenses and other current liabilities. Accrued expenses

and other current liabilities consisted of the following:

December 31, (Dollars in millions} 2001 2000
Accrued interest $ 462 § 318
Employee compensation: 319 463
Accrual for Merger+elated and

other charges 153 523
Restructuring reserve and other charges 541 . —
Accrued property and other taxes 446 462'
Property, plant and equipment accruals 255 401
Accrued facilities costs 200 394
Current deferred tax liability 71 -
Other 815 1,028
Total accrued expenses and other

current liabilities $ 3,262 $ 3,589

The fair value of accounts payable, accrued expenses and other cur-
rent liabilities approximates their carrying amount because of their

short-term nature.

Pension and post-retirement benefits. Pension and post-retirement
health care and life insurance benefits earned by employees during the
year as well as interest on projected benefit obligations are accrued
currently. Prior service costs and credits resulting from changes in plan
benefits are amortized over the average remaining service period of

the employees expected to receive benefits.

In computing the pension and post-retirement benefit costs, the Com-
pany must make numerous assumptions about such things as employee
mortality and turnover, expected salary and wage increases, discount
rates, expected return on plan assets and expected future cost increases.
Two of these items generally have a significant impact on the level of

cost—discount rate and expected rate of return on plan assets.

The expected rate of return on plon assets is the long-term rate of return
the Company expects to earn on the pension trust's assets. Qwest estab-
lishes its expected rate of return by reviewing the investment composi-

tion of its pension plan assets, obtaining advice from its actuaries,
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reviewing historical edrnings on-the pension trust assets and evaluat-
ing current and expected market conditions.

Annually, the Company sets its discqunf rate primarily based upon the
average interest rate during the month' of December for a Moody's AA
rated corporate bond.

To compute its expected return on pension plan assets, the Company
applies its expected rate of return to the market-related value of the pen-
sion plan assets.. The market-related asset value is a computed value that
recognizes changes in fair value of pension plan assets over a period
of time, not to exceed five years. In accordance with SFAS No. 87,
“Employers’ Accounting for Pensions,” the Company elected to recog-
nize actual returns on its pension plan assets rotobly over a five-year
period when computing its market-related value of pension plan assets.
The election was made in 1987 when SFAS.No. 87-became effective.
This method has the effect of smoothing market volatility that may be
experienced from year to year. As a result, the Company’s expected
return is not significantly impacted by the actual return on pension plcn‘

assets experienced in the current year.

Derivative instruments. The Company occasionally enters into deriv-
ative financial instruments. The objective of the Company’s interest rate
risk management program is to manage the level and volatility of its
interest expense. The Company may also employ financial derivatives
to hedge foreign currency exposures associated with particular debt.
This objective was achieved in 2001 through the type of debt issued
and a cross-currency swap that converted foreign-denominated debt to
- U.S. dollar-denominated debt.

Under a cross-currency swap, the Company agrees with another party
to exchange U.S. dollars for foreign currency based on a notional
amount, at-specified intervals over a defined term. The Company
designed its cross-currency swaps os hedges of -its borrowings and
these swaps were effective,during 2001. The cross-currency swaps
were carried at fair value on the balance sheet with changes in fair
value included in other comprehensive income. All cross-currency swaps

expired in November 2001.

v
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The Company also entered into equity swaps to modify its risk expo-
sure to changes in the market price of the Global Crossing common
stock previously owned by the Company. Under these equity swaps, the
Company agreed. with another party to exchange payments based on
a notional amount at specific intervals over a defined term. In exchange
for making payments based upon an interest rate index, the Company
received (rendered) payments based upon increases (decreases) in the
market price of Global Crossing common stock. Qwest sold its remain-
ing shares of Global Crossing in 2000; however, the equity swaps
matured in increments through August 2001. These swaps were carried

at fair value with changes in fair value included in income.

The following table summarizes the terms of outstanding cross-currency
and equity swaps at December 31, 2000. There were none outstand-
ing ot December 31, 2001. Cross-currency swaps were tied to the
Swiss Franc and had a liability of $40 million at December 31, 2000.
Amounts received on the equity swaps were tied to changes in the mar-
ket price of Global Crossing common shares and paid rates were tied
to one- and three-month London Interbank Offered Rates (“LIBOR”).
Equity collars had also been entered into in conjunction.with the equity
swaps to limit the magnitude of any gains or losses on the equity swaps.

The Swiss Franc borrowings and the equity swaps matured in 2001.

December 31, 2000 Notional Weighted Average Rate
{Dollars in miltions) Amount Maturities Receive Pay
Cross-currency $ 133 2001 - 6.51%
Equity $ 761 2001 —_ 7.17%

The Company was exposed to but realized no losses from non-

performance by counter-parties on these derivatives.

At December 31, 2001, deferred credits of $7 million and deferred
charges of $48 million on closed forward contracts were included as
part of the carrying value of the underlying debt. The deferred credits.
and charges are recognized as yield adjustments over the life of the

debt that matures at various dates through 2043.

Stock options. Stock incentive plans are accounted for using the intrin-
sic value method under which no compensation expense is recognized
for options granted to employees with a strike price that equals or

exceeds the value of the underlying security on the measurement date.
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Comprehensive income. Comprehensive income inciuded the follow- -

ing components:

Year Ended December 31, (Dollass in millions) 2001 2000 1999
Unrealized gains {losses)

on available-for-sale

marketable securities, net of.

reclassification adjustments $ 32 $ (397) 3~ 366
Foreign currency translation losses (33) (7) —
Income tax (provision) benefit

related to items of other

comprehensive income (13) 156 (144)
Other comprehensive {loss) income $ (248) % 222

$ (14

Embedded in net unrealized gains and losses on available-for-sale
marketable securities are reclassification adjustments. Reclassification
adjustments are comprised of amounts that have been removed from
comprehensive income and recognized in income or loss from opera-
tions in the consolidated statement of operations during the periods

cited below. : o

2001

Year Ended December 31, (Dollars in millions) 2000 1999
Reversal of unrealized net gains
~ (losses) on investments

sold during the period $ 2 0§ 292§ (454)
Other than temporary losses

charged to income (59) (480) —
Income tax benefit related to :

items reclassified into income 22 66 176
Total reclassification adjustments $ (35) $ (278)

$ (122)

Earnings per share. The following reflects the computation of diluted
shares outstanding for 2001, 2000 and 1999. Diluted shares out-
standing for the years ended .December 31, 2001 and 2000 exclude
approximately 104 million and 130 million incremental shares, respec-

tively, related to stock options solely because their effect was anti-dilutive:

Year Ended December 31,.

{Shares in thousands) 2001 2000 1999
Basic weighted average

shares 1,661,133 1,272,088 872,309
Stock options E— — 8,444
Diluted weighted average

shares 1,661,133 1,272,088 880,753

Exit costs and restructuring reserves. Periodically, the Company
commits to exit certain business activities, eliminate office or facility
locations and/or reduce its number of employees. The charge to record
such ‘a decision depends upon various assumptions, including future
severance costs,-sublease or disposal costs, contractual termination
costs and so forth. Such estimates are inherently judgmental aind may

change based upon actual experience.

New aécounting standards. InJune 1998, the Financial Accounting
Standards Board (“FASB”) issued SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities” This statement establishes accounting
and reporting standards for derivative instruments and hedging activities.
SFAS No. 133 requires, among other things, that all derivative instru-
ments be recognized at fair value as assets or liabilities in the consoli-
dated balance sheets and changes in fair value generally be recognized
currently in earnings unless specific'hedge accounting criteria are met.
The adoption of SFAS No. 133 on January 1, 2001 did not have o maté-

rial impact on Qwest's consolidated financial results.

In September 2000, the FASB issued SFAS No. 140, "Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities” This statement provides accounting and reporting standards
for transfers and servicing of financial assets and extinguishment of lia-
bilities. SFAS No. 140 requires that after a transfer of financial assets,
an entity continues to recognize the financial dnd servicing assets it con-
trols and the liabilities it has incurred and does not recognize those
financial and servicing assets when control has been surréndered and
the liability has been extinguished. SFAS No. 140 is effective for trans-
fers and servicing of financial assets and extinguishments of liabilities
occurring after March 31, 2001, The adoption of SFAS No. 140 did.
not'have a material impact on Qwest's consolidated financial results.
in June 2001, the FASB issued SFAS No. 141, “Business Combina-
fions This pronouncement eliminatéd the use of the “pooling of inter-
ests” method of accounting for all mergers and acquisitions. As a result,
all mergers and acquisitions will be accounted for using the “purchase”
method of accounting. SFAS No. 141 is effective for all mergers and
acquisitions initiated after June 30, 2001. Adoption of this pronounce-

ment had no impact on Qwest’s consolidated financial results.

In June 2001,' the FASB issued SFAS No. 142, “Goodwill and Other
Intangible Assets” This statement addresses financial accounting and
reporting for intangible assets (excluding goodwill) acquired individu-
ally or with a group of other assets at the time of their acquisition. It

also addresses financial accounting and reporting for goodwill and
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other intangible assets subsequent to their acquisition. intangible assets
{excluding goodwill] acquired outside of o business combination will
be initially recorded at their estimated fair value. If the intangible asset
has a finite useful life, .it Will-be amortized over that. life.. Inidngible
assets with an indefinite life are not amortized. Both types of intangi-
ble assets will be reviewed annually for impairment and a loss recorded
when the asset’s carrying "value exceeds its estimated fair value. The
impairment test for intangible assets consists of compéring the foir' value
of the intangible asset to its carrying value. Fair value for goodwill and
intangible assets is determined based upon discounted cash flows and
appraised values. [f the carrying value of the intangible asset exceeds
its fair value, an impairment loss is recognized. Goodwill will be treated
similar to an intangible asset with an indefinite life. As.required, the
Company will adopt SFAS No. 142 effective January 1, 2002. The
adoption of SFAS No. 142 will reduce Qwest’s amortization expense
by approximately $200 million annually, beginning January 1, 2002.
Because goodwill amortization expense is non-deductible for tax pur-
poses, the impact on net income should be an increase of approxi-
mately, $900 million. Upon adoption of SFAS No. 142, the carrying
value of goodwill will be evaluated based upon its current fair value as
if the purchase price allocation occurred on January 1, 2002, Qwest
is currently evaluating the impact of cdopﬂ‘ng the standard and believes
the-effect of adoption could be a loss from,a change in-accounting prin-
ciple of ‘approximately $20 billion to. $30 billion. This change in
accounting principle would be reflected as a reduction in the carrying

value of goodwill in 2002.

In June 2001, the FASB issued SFAS No. 143, "Accounting for Asset
Retirement Ob!igaﬁons.;’ This statement deals with the costs of closing
tacilities and removing assets. SFAS-No. 143 requires entities to record
the fair value of a legal liability for an asset retirement obligation. in the
period it is incurred. This cost is initiolly capitalized and amortized
over the: remaining life of the underlying asset. Once the obligation
is ultimately settled, any difference between the final cost and the
recorded, liability is recognized as a gain or loss on disposition. As
required, the Company will adopt SFAS No. 143 effective January 1,
2003. Qwest is currently evaluating the impact this pronouncement will

have on its future consolidated financial results. .

In August 2001, the FASB issued SFAS No. 144, “Accounting for the
Impeirment or Disposal of Long-Lived Assets.” This pronouncement
addresses how to account for and report impairments or disposals of
long-lived assets, Under SFAS No: 144, an impairment loss is to be
recorded on long-lived assets being held or used when the carrying
amount of the asset is not recoverable from its, expected future undis-

counted cash flows. The impairment loss is equal to the difference

between the asset's carrying amount and. estimated fair value. In addi-
tion, SFAS No. 144 requires long-lived assets to be disposed of by
other than a sale for cash to be accounted for and reported like o;sefs
being held and used. Long-lived assets to be disposed of by sale are
to be recorded at the lower of their carrying amount or estimated fair
value (less costs to sell) ot the time the plan of disposition has been
approved and committed to by the appropriate company manage-
ment. SFAS No. 144 is ei“fecﬁve for fiscal years beginning after Decem-
ber 15, 2001. As a result of.the adoption of SFAS No. 144, Qwest
will. no longer recognize revenues from optical capacity asset sales

under sales-type leases. ‘

On July 19, 2001, the EITF issued its consensus regarding EITF
Issue 00-11, “Meeting the Ownership Transfer Requirements of FASB
Statement No. 13 for Leases of Real Estate” This issue is primarily con-
cerned with- ownership transfer requirements for a sales-type lease of
property under SFAS ‘No. 13. Accordir!g to the consensus, integral
equipment subject o a lease.should be evaluated as real estate under
SFAS No. 13, as amended by SFAS No. 98. in.addition, the consen-
sus, states that a nominal purchase option contained in a lease does not
satisfy the transfer of ownership criterion in SFAS No. 13 for transfers
of real property, if the failure to pay the nominal armount results in own-
ership not being transferred to the lessee. EITF 00-11 provides, how-
ever, that this criterion-will be met in cases involving integral equipment
or property improvements when the lessor agrees, regardless of
whether or not the lessee pays any amount, to execute and deliver to
the lessee all documents (including, if applicable, a bil! of sale) that may
be required fo release the property from the lease and transfer owner-
ship to the lessee. The consensus on EITF 00-11 applies to leases
entered into after July 19, 2001 and to certain leases modified after .
that date. Qwest believes it is in compliance with the requirements
of SFAS No. 13 .and the EITF consensus for IRU transactions entered
into after the issuance of the EITF consensus that it freated as sales-

type leases.

Note 3: Investments

investment in KPNQwest. In April 1999, Qwest and KPN Telecom B.V.
(“KPN”) formed KPNQwest, a joint venture to create o pan-European
Internet Protocol (“IP”)-based fiber optic network, linked to Qwest's net-
work in North Ameriéo, for data and multimedia services. Qwest and
KPN each initially owned 50% of KPNQwest. On November 12, 1999,
KPNQwest consummated an initial public offering (“KPNQwest's IPO”)
whereby 50.6 million shares of common stock were issued to the pub-
lic generating approximately $1.0 billion in proceeds. ‘As a result of
KPNQwest’s IPO, the public owns approximately 11% of KPNQwest's

shares and the remainder were owned equally by Qwest and KPN.
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On November 30, 2001, Qwest purchased approximately 14 million
additional shares of KPNQwest common stock, and Anschutz Com-
pény, Quwest’s principal stockholder, purchased approximately 6 million
shares, from KPN for $4.58 per shore. Qwest now owns opproximotely
47.5% of the voting power of the KPNQwest stock and its principal
shareholder owns approximately 1.5%. As part of the transaction, KPN
granted Qwest an option that expired on March 31, 2002, to purchase
some or all of KPN’s shares in KPNQwest at fair value on the date of
exercise. In addition, all restrictions- on the transfer of shares were
removed from Qwest’s shares but KPN's shares are still subject to restric-
tions through 2004. Qwest will continue to account for its proportionate
share of KPNQwest's operations under the equity method of account-
ing and, because it is no longer a corporate joint venture, will begin
recognizing deferred taxes on its proportionate share of KPNQwest's

operations as discussed in Note 8.

The Company’s investment in KPNQwest was approximately $1.3 billion
at December 31, 2001. Qwest’s investment exceeded its proportion-
ote share of KPNQwest's net assets By $840 million at December 31,
2001. The excess basis wos being amortized over 10 years. In con-
nection with its adoption of SFAS No. 142, Qwest will no longer amor-

tize this excess basis beginning in 2002.

Below are the summarized financial results for KPNQwest as of and for
the years ended December 31, 2001 and 2000 and as of and for the
nine months ended December 31, 1999:

2000

December 31, (Dollars in millions) 2001 1999
Total assets $ 3,201 $ 2,717 $ 2,575
. Total debt 1,364 731 779
Other liabilities 868 775 391
Total liabilities $ 2,232 $ 1,506 $ 1,170
Revenue $ 722 $ 425 $ 199
Loss from operations (222) {201) (76)
Net loss (237) (128) (62)
Qwest's share of '
KPNQwest's losses $ (95 & (34 8 —

The Company currently owns approximately 214 million shares of
KPNQwest's common stock, which are valued at $6.10 per share on
the Company’s books at December 31, 2001. At December 31, 2001,
the closing price of KPNQwest's common stock was $7.15. Subsequent
to December 31, 2001, the stock price of KPNQwest's common stock
declined significantly below Qwest’s carrying value. In accordance

with the Company’s policy to review the carrying value of marketoble

securities on a quarterly basis for other than temporary declines in
value, Qwest will assess the factors it uses to determine fair value of
the KPNQwest common stock, including the difficult financial condition
and préspecfs of KPNQwest and the rest of the European telecommu-
nications industry, the severity of the decline of the stock price and the
near term potential for stock price recovery, in determining the timing
and amount of a further write-down, which Qwest believes is likely and
believes may be significant in amount. You can find additional infor-
mation about Qwest’s application of factors used to determine the write-
down of the carrying value of KPNQwest’s common stock in Note 2 to

the consclidated financial statements.

Investment in Qwest Digital Media, LLC. in Ociober 1999, Qwest
ond Anschutz Digital Media, Inc. ("ADMI”), an affiliate of Anschutz
Compeny, formed a joinf venture called Qwest Digital Media, LLC
("QDM”) that provided advanced digital production, post-production
and transmission facilities, digital media storage and distribution serv-
ices, telephony-based data storage and enhanced services, access and
routing services. Qwest contributed approximately $84.8 million in the
form of a promissory note payable over nine years at an annual interest
rate of 6%. At inception, Qwest and ADM! each owned a 50% equity
and voting interest in the joint venture. In June 2000, Qwest acquired
an additional 25% interest in QDM directly from ADMI. Qwest paid
approximately $48.2 million for the interest; approximately $4.8 mil-
lion in cash was paid at closing and the remaining $43.4 million was
paid, with approximately $1.8 million in interest, on January 2, 20071.
Following this transaction, Qwest owned a 75% economic interest and
50% voting interest in QDM ond ADMI| owned a 25% economic inter-
est and o 50% voting interest: During 2001 and 2000, the Company
made additional capital contributions of approximately $11 million and

$21 million, respectively.

In October 1999, ‘Qwest also agreed to purchase certain telephony-
related assets and cli of the stock of Precision Systems, Inc, a tele-
communications solutions provider, from ADMI in exchange for a
promissory note in the amount of approximately $34 million. The note
bears interest at 6% annually with semi-annual interest payments and

annual principal payments due through 2008.

In October 1999, Qwest entered into a long-term Master Services
Agreement (the “MSA”) with QDM under which QDM agreed to pur-
¢hase approximately $119 million of telecommunication services
through October 2008 and Qwest agreed to extend credit to QDM for
the purpose of making payments for the telecommunication services.
Each October, QDM would be required to pay Qwest an amount equal

to the difference between certain specified annual commitment levels
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and the amount of services actually purchased under the MSA at that

time. In October 2001, Qwest agreed. to-release QDM from its obli-.

gation to acquire telecommunications services from Qwest in exchange
for QDM forgiving Qwest's $84.8 million promissory note (after giving
effect to a payment by Qwest of $2.5 million in accrued interest and
$1.3 million in principal on the note}. Prior fo termination of the MSA,
Qwest advanced QDM the amount QDM owed for accrued telecom-
munications services of $3.8 million and QDM applied the advance to
pay Qwest the amount owing for the services, including inferest on
amounts past due. Concurrently with terminating the MSA, QDM repaid
the $3.8 million advance under the MSA. C

Dur'mg'2001, Qwest recorded a charge of $1‘5 million thot represented
its share of an impoirment charge recorded by QDM. In December
2001, Qwest management made ‘a decision to discontinue funding
QDM, resulting in.a charge of $18 million. In February-2002, o deter-

mination was made to discontinue thé QDM business. .

Below are the summarized unoudited financial results for QDM. as of
and for the yéars ended December-31, 2001 and 2000 and os of and
for the three months ended December 31, 1999:

December 31, (Dollars in millions) ’ 2001 2000

1999
Total assets $ 40 - $ 50 $ 80
Total debt : : 10 — 5
Other liabilities ) 7 10 6
Total liabilities § 17 $ 10 $ 11
Revenue ‘ $13 - $ 4 5 3
Loss from operations (36) (70) (6)
Net loss \ (34) (65) (5)
Qwest's share of QDM's losses (25) 3 (10) $ —

Investment write-downs. The following is a summary of the investment
write-downs recorded during 2001 and 2000. There were no. invest-

ment write-downs during 1999.

Year Erided Decembéf 31, (Dallars in millions) 2001

KPNQwest investment " ©$ 3,048 $ —
QDM investment 33 —
Other investment-losses. 213 447
Total investment write-downs $ 3,294 $ 447

2000

The Company reviews its portfolio of equity securities-on a quarterly

‘basis. - See Note 2 for the. factors considered in assessing. whether a

decline in value is other than temporary.

KPNQwest write-down. The carrying value of pre-Merger Qwest'’s
investment in KPNQwest was $552 million. On June 30, ?000,
Qwest's preliminary estimate of the value of its investment in KPNQwest
was $7.9 billion. This preliminary estimate was based upon the closing
price of $39.625 of KPNQwest's publicly traded Class C shares on
June 30, 2000. Qwest's ownership in KPNQwest was held in Class B
shares. These Class B shares were subject to restrictions on mar-
ketability through 2004 uﬁlike the Class C shares. Work was performed
during 2000 ond 2001 to determine the fair value of the Class B shares
as of June 30, 2000. The work did not consider events and circum-

stances*occurring after June 30, 2000. - . [

The work was completed in-June 2001, and indicated a fair value for
the Company’s investment in KPNQwest of $4.8 billion.or $23.775 per
Class B share. Accordingly, the carrying-value of the KPNQwest invest-
ment was adjusted, in accordance with APB Opinion‘No. 16, to equal
the $4.8 billion fair value. ‘

At June 30, 2001, Qwest evaluated its investment in KPNQwest and
concluded that the-decline in fair value from $4.8 billion was other than
temporary. Factors considered in reaching.this conclusion included the
following, among others: R
1. KPNQwest's stock price had fallen and remained below $23.775I
- per share from March 2001. The period of time the market price
" was ‘below; the Company's carrying value and the severity of the
decline indicated-that the decline had.become other than temporary.
2. Analysts had released new: recommendations during the: second
quarter of their stock price targets for KPNQwest that showed a sig-
nificant decline from the first quarter. .
3. The European telecom sector had experienced a severe deteriora-
. tion during the second. quarter; including numerous bankruptcies,
-making the near term prospects of KPNQwest's, stock recovery less
certain at June 30, 2001, . R -

As a result of the evaluation of Qwest's investment in KPNQuwest, the

Compariy concluded that the fair value of its investment at June 30,
2001 was $1:3 billion-and took o charge of $3.048 billion to reduce

the carrying.value-to the estimated fair-value of $6.67 per Class B share.



QDM write-down. During 2001, Qwest recorded a charge of $15 million that represented its share of an impairment charge recorded by QDM.

In December 2001, Qwest management made a decision to abandon its investment in QDM and discontinue funding, resulting in a charge of

$18 mitlion.

Publicly traded equity security write-downs other than KPNQwest. The Company’s equity.investments in publicly traded companies

other'than'KPNQwest consisted of the following: .

December 31, 2001

December 31, 2000

(Dollars in millions)

- Unrealized Unrealized . K . Unrealized Urrealized - .
Cost Gains Losses Fair Value Cost Gains Losses Fair Value
$ 9 $ 2 s . s10 $ 90 $ 30 $ (62) $ 58

Included in the portfolio of publicly traded securities was dn investment

in Lucent common stock with a cost’basis of $40.2 million at Decem-

ber 31, 2000. At June 30, 2001, Qwest evaluated its investment in

Lucent and concluded that the decline in fair value below its carrying

valué was' 'otHer than temporary: Factors considered iin reaching this

conclusion included the following: .

1. The period of time Lucent’s stock price was below Qwest’s carrying
amount per share.

2. The magnitude by which Lucent did not meet analysts’ first quarter
2001 earnings estimates.

3: A decline in the number-of analysts with buy recommendations.

4. The announced termination of merger discussions with o large Euro-
pean telecommunications equipment manufacturer. -

As. o result of the evaluation of the Company’s investment in Lucent,

Qwest concluded that the fair value of the investment af June 30; 2001

was $4.2 million and took a charge of $36 million to reduce the

investment from its carrying value to its fair value.

In addition to Lucent, charges totaling $23 ‘million 'were recorded dur-
ing 2001 relating to other than temporary declines in market value of
the Company’s portfolio of publicly traded marketable securities. In
2000, the Company recorded a charge of $447 million relating to a
decline in the value of its investment in Global Crossing that was con-
sidered other than temporary.

Other equity security write-downs. During 2001, the Compony
periodically reviewed its portfolio of investments in.non-publicly traded
equity securities for possible impairment of value. As a result of these
reviews, Qwest recorded net charges throughout 2001 of $154 million
refating to an impairment of value associated with investments in non-
public companies. The ccl;rying value of these investments ot December
31, 2001 was $11 million.

Decline in market value of derivatives. On August 22, 2001, Qwest
settled derivative contracts associated with'its previously-owned equity
investment in Global Crossing: These derivatives were recorded at mor-
ket value with any change in market value taken immediately to income.
Due to a decline in the market value of the derivatives, the Company
recorded charges of $7 million,-$470 million and. $56 million for
2001, 2000 and 1999, respectively.-

Note 4: Property, Plant and Equipment

The components of property, plant and equipment were as follows:

December 31,
(Dollars in millions) Depreciable Lives 2001 2000
Land and buildings 30-38 yeaors $ 4,779 & 3,473
Communications »
équipmem 2-14 years 22,111 18,319
Other network ) ’
equipment 8-57 years 22,599 19,450
General purpose - " '
computers
"“and other 3-11 years 4,268 3,755
Construction in progress — - T 1,342 3,498
_ 55,099 48,495
Less: accumulated depreciation (25,122) [22,735)

Property, plant and equipment—net $ 29977 % 2‘5,760

Capitalized intérest. Interest related to qualifying construction projects
is capitalized and included in the depreciable basis of the related asset.

For additional information on interest capitalized, see Note 5.

Assets held for sale. During 2000 and 1999, U S WEST agreed to sel

approximately 800,000 access lines to third-party telecommunications




services providers, including approximately 570,000 access lines to
Citizens Communications Company {“Citizens”} in nine stotes. Becouse
these access lines were “held for sale/ U § WEST discontinued recog-
nizing depreciation expense on these assets and recorded them ot the
lower of their cost or fair value, less estimated cost to'sell.

On-July 20, 2001, Qwest terminated jts agreement with Citizens under
which the majority of the remaining access lines in.eight states wereto
have-been sold and ceased actively marketing the remaining lines. As
a result, the remaining access lines were reclassified as being “held for
use” as of June 30, 2001. The access lines were measured individu-
ally at the lower of their (o) carrying value before they were classified
as held for sale, adjusted for cny,deprgciotién (omor?izdtioh) expense.
or imbcirmenf losses that would have been recogn;zed hod the assets

been continuously classified as held for use, or (b} their fair value at

Junie 30, 2001. The réquired adjustments to the carrying value of the

individuol access lines were included in operui.ing.;‘ivnﬁon%e for 2001. This
resulted in a charge to depreciation of $222 million to ”cofch;up” the
depreciation on these dccess lines for the period they were.held for sale.
ln 2001, Qwest sold approximately: 41,000 access lines in Utah and
Arizona-resulting in $94 million in.proceeds ond a gain.of $51 mil-
lion. In 2000, Qwest also completed the sale of approximately 20,000
access lines in North. Dakota. and South Dakota resulting in proceeds
of $19 million and o gain of $11 million..~.. ... . RN
As of December 31, 2000, Qwest identified approximately $500 mil-
lion of bandwidth capacity on its existing network that was held for sale
to teleco'rhmuniccﬁons‘providérs_ and. others. In connection with thé
Merger, this capacity was recorded at fair value, less estimated cost
to complete qnd sell. As of ‘Jonvuory.'l, 2002, all copaciiyf.hod :‘b‘éep
reclossified as “held for sale or use” pursuant to the adoption of SFAS
No. 144, ' S

Quwest has built its network outside North America primarily by enter-
ing imo.lﬁng-term ugrgemen{S’io cc;quire optical capacity. Qwest:has
also acquired some capacity within North America under similar con-
tracts. Several of the companies (for example, Global Crossing, Enron
Broadband Services, Inc. and. 360networks-{USA), Inc.) from which
Qwest has-acquired capacity. appear to.bé in-financial difficulty. or
have filed for bankruptcy protection. Bankruptcy courts have wide dis-
cretion.and could deny Qwest thé continued benefits of use of the assets
under the capacity agreements without relieving Qwestofits obligation
to make payments’or requiring-the refund of amounts ;previously pcid»..
Quwest belie;/es that it-is.taking-appropriate actions fo protect its invest-

ments and maintain on-going- use of the acquired capacity: At this
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time; it is too early to determine what affect the bankruptcies will
have with respect to the qﬁquired capacity or Qwest’s ability to use this

acquired capacity.

Note 5: Borrowings

Current Borrewings. Current borrowings consisted of:

,

2000

December 31, (Dollars in millions}

2001
Commerciol paper ) $ 3,165 $ 2,106
Short-ferm notes and current portion of co
long-term- borrowings 1,480 . 1,388
Current portion of capital lease obligcﬁons 161 151
To;rcl cu?renf borrowiﬁgs ’ $ 4,806

$ 3,645

The weighted average interest rate on commercial paper was 2.98%

and 7.33% at.December 31, 2001 and 2000, respectively.

At.December 31, 2001, Qwest maintained commercial paper pro-

grams o finance the shori-ferm operating cash ‘needs of the business.

. As.of December 31,:2001;, the Company. had a'$4.0 billion syndicated

credit facility tor bsup‘porf its commercial-paper programs. The ;syndi-
cated credit facility. matures on May 3,.2002. As of December 31,
2001, there was no outstanding balance. Qwest - has the option to con-
vert any borrowed amountinto a.one-year term loan that would be due
in May 2003 provided Qwest is not in default of the credit.facility,
including -compliance with all. covénants at March 31, 2002. The syn-
dicated. credit facility agreement requires‘QwesHo ‘pay a quarterly fee
based upon the Company’s long-term.debt agency ratings. The facility
fee on the total credit chility available ranged from 0.07% t6 0.08%
annually. The facility also contained financial covenants, the most restric-
tive of which wds o requirément to maintain a debt-to-consolidated
EBITDA .ratio of not-more than 3.75-t0-1, “Consolidated EBITDA” as
defined in the credit facility is a.measure of EBITDA that starts with.the
Company’s net income and ‘adds back certain items, primarily those of
a non-cash or.a non-operating nature. You can find additional informa-
tion concerning borrowings against-the syndicofed'cr'edi’r facility after
December 31, 2001 in Note 15 to the consolidated financial statements.

B



Long-term Borrowings. Long-term borrowings consisted principally of debentures and medium-term notes with the following interest.rates

and maturities ot December 31: . ' .

(Dollars in millions) Maturities
Interest Rates 2003 2004 2005 . 2006 Thereafter Total 2001 Tota! 2000
Up to 5% : -$ .50 0§ - — - % — J— $ — $ 50 $ 150
Above 5% fo 6% 24 1,366 41 — 389 1,820 571
Above 6% fo 7% 43 — 915 — 5,481 6,439 5,213
Above 7% to 8% 1,060 749 - 1,249 " 8,399 11,457 8,005
Above 8% to 9% — — — — 265 265 623
Above 9% to 10% — = . - " 1 473
Above 10% to 11% -~ — - = — - 162

$ 1,177 $ 2,115 $ 956 $ 1,249 $ 14,545 20,042 15,197
Capital leases o _ 155 224
Total . -$ 20,197 . :$ 15,421

The Company’s borrowings have o fair value of §24.5 billion and
$18.4 billion at December 31, 2001 ond 2000, respectively. The foir
values of the Company’s borrowingsare based on quoted market prices
where available or, if not available, based on discounting future cash
flows using current interest rates. With the exception: of approximately
$1.1 billion in debt held by Qwest (the parent company), the Com-
pany’s long-term borrowings were held in three wholly-owned subsidi-
aries, Qwest Corporation,. Qwest Communications. Corporation and
Qwest Capital Funding, Inc. (“QCF”"). The borrowings of QCF are guar-
anteed by the parent company, Qwest. For information concerning
the Company’s borrowing activities after December 31, 2001, see
Note 15.

The-portion of debt that is public debt either assumed by Qwest in the
Merger or issued following the Merger (referred to as “Post-Merger
public debt”) had an outstanding balance of $19.9 billion at Decem-
ber 31, 2001. This Post-Merger public debt has no financial covenants
and ‘contains no cross-default or cross-acceleration provisions. At
December 31, 2001 Qwest had public debt that was issued by Qwest
prior to the Merger (referred to.as “Pre-Merger public debt”) with an
outstanding balance of $1.4 billion. Of the Pre-Merger public debt,
$1.0 billion has no financial covenants as long as Qwest maintains an
investment grade debt rating. If the Company fails to maintain an invest-
ment grade rating, the most restrictive covenant that would apply would
be o limitation on the incurrence of debt. The limitations on incurrence
of debt would apply if, after application of the proceeds, the ratio of
debt to consolidated cash flow availoble for fixed charges (os defined

in the indenture) for the four full quarters preceding the incurrence

would be 5.0-to-1 or higher. This portion of the Pre-Merger public debt
contains provisions reloting to occeleration upon an acceleration of
debt obligations in the aggregate in excess of $10 million, including
the syndicated credit facility and any of the Post-Merger public debt.
The remaining portion of the Pre-Merger. public debt (approximately
$350 million) has no financial covenants but does contain provisions
relating to acceleration upon an acceleration of debt obligations in the
aggregate in excess of $25 million.

The following table shows the amount of gross interest cost, capitalized
inferest and cash interest paid during 2001, 2000 and 1999. -

Year Ended< December 31, .
1999

(Dollars in millions} 2001 2000

‘Gr<gass inferest exper;se $ 1,629 $ 1,145 ‘ $ 763

Capitalized-interest (187) (104) @27

Net interest expense 0§ 1,442 . 8 1,041 . $ 736
930

Cash-interest paid $ 1,298 - & $ 595

In March 2001, the Company completed a cash tender to buy back
certain outstanding debt. In the tender offer, the Company.repurchased
approximately $995 million in principal ($1.2 billion in face value).of
outstanding debt. As a result of the repurchase, the: Company incurred
$106 million (365 million ofter tax} in premium poyments. The tender
offer was conducted fo. retire- the bonds because of their:high:coupon
rotes and to reduce interest cost to the Company. In‘connection with

this tender offer, the indentures were amended to eliminate restrictive
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covenants and certain.default provisions. See Note 15 for subsequent

events concerning debt ratings.

The Company is currently in compliance with all financial covenants in
its credit facility and indentures (including any covenants suspended
while the Company maintains its investment grade credit rating) as,of

the last measurement date.

Note 6: Lease Arrangements | .

Operating leases. Certain,office facilities, real estate ond equipment

are subject to operating leases.-The Company also has easement-.,

agreenﬁents with:«rqil'rc;cds and public transportation authorities that are
accounted for as operating leases., ) ;

During 2001, the Company entered into an operating lease arrange-
ment (“synthetic lease”) under which the Company had the option to

purchase the leased real estate properties at:any time during the ledse

term.. This synthetic lease focility had o capacity of approximately

$305 m>i||ion, although only approximately $177 million had been uti-

lized at December 31, 2001. This synthetic lease, in combingtion with
“approximately $77 million of previously existing synthetic leases, had

certain financial covenants. The total debt held by these lessors related

to ’rhe‘proper’fy leased to Qwest was $254 million ot .December 31,

2001. See Note 15 for additional information on.the termination-of the
synthetic lease facilities.

Rent éxpense, net of sublease rentals, under these operating and syn-
thetic leases was $696 million, $528 million and $269 million during
2001, 2000 and 1999, respectively.

Capital leases. The Company leases certain office facilities and equip-
ment under ;/qrious ‘cap‘ncl I‘ease arrangements. Assets acquired
through capital Iedses during 2001, 2000 and 1999 were $1.282 bil-
lion, $678 million and $113 million; respectively. Assets recorded

under capitalized lease agreements included in property, plant and

equipment consisted of $2.283 bil'!‘ibn and $1.182 billion of cost less

accumulated amortization of $392 million and $276 million at
December 31, 2001 and 2000, respectively. '
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Future minimum payments under capital leases and non-cancelable

operating leases as of December 31, 2001 were as follows:

Capital Operating
(Dollars in millions} Leases Leases
2002 $ 193§ 339
2003 S an
2004 : 42 338
2005 - ’ 3 277
2006 ' 3 234
2007 and thereafter ' "20 1,738
*Tp'ral.in")inimun‘w.paymerlﬂs . 372 $ 3,237
_ Less: arpohn’r representing in;grest (56) -
* Present value of minimum payments 316
" Less: current portion ' (161)
Long-term portion o $ 155

T -

Minimum. operating lease payments have not been reduced by mini-

:mum sublease rentals of $110.million due in the future under non-

cancelable subleases. They also do-not include contingent.rentals for

the synthetic leases. In 2001, 2000 and 1999, contingent rentals rep-

‘resenting the difference between the fixed and.variable rental payments

- were not material: .

“Capital lease obligations are included in current and long-term bor-

rowings on the Company’s balance sheet. ) ey

Note 7: Employee Benefits

Pension, post-retirement and other post-employment benefits.
Quwest has a noncontributory defined benefit pension‘plcn (the “Pension-
Plan”) for 5ubs10nﬁol|y all mcndgen'ﬁem‘ and occupational {union) employees.
Post-retirement healthcare and life insurance plans provide»niédiccl, dental,
vision -and life insurance benefits for certain retirees. The Company also

provides post-employment benefits for certain former embloyees.

[n conjunction with the Merger, the Company made the following
changes fo its employee benefit plans for management employees only.
Effective September 7, 2000, employees were not eligible o receive

retiree medical and !ife benefits unless they had either at-least 20 years

of service by December 31, 2000 or would be service pension eligi-

ble by December 31, 2003. The elimination of the retiree medical
benefits decreased the other pos+-employmenf benefits expense for

2000 by approximately $17 million. In addition, the elimination was



accounted for as a plan curtailment, resulting in @ gain of approximately $106 million. This gain was recorded as an offset to Mergervelated
costs. Employees who retained thé benéfits will begin-paying contributions in 2004 except for those employees who retired prior fo Septem-
ber 7, 2000.

Pension benefits for management employees prior to January 1, 2001 were based upon their salary dnd years of service while occupational

employee benefits were generally based upon job classification and years of service.

Quwest also modified the Pension Plan benefits, effective January 1, 2001, for all former U S WEST management employees who did not have
éO -years of service by December 31, 2000, or who would not be service pension eligible by December 31, 2003. For employess who did' not
meet these criteria, no additional years of service will be credlfed under the defined lump sum formula for years worked after Decemiber 31,
2000. These employee s pension benefits will only be c:d|usfed for changes in the employee’s future compensation level. Future benefits will'equal
3% of pcy, plus a refurn as defined in the Pension Plan. The mlmmum return an employee can earn on their account'in a given year is bosed
upon the Trecsury Rate and the employee's account balance af the beglnnmg of the year. All management employées, ‘other than those who
remain eligible under the previous-formulas, will be eligible to participate in the 3%-of-pay plan. The impact of these changes on the pension

"credit for 2001 ‘was an increase of approximately' $10 rT_'liIIion. :

Effective August 11, 2000, the Pension Plan was amended to provide additional pension benefits'to plan participants who were involuntarily
separated from the Company as a result of the Merger between August 11,2000, and June 30, 2001. Under-the restructuring plari, this amend-
ment was extended to cover‘additisnal employees who involuntarily separate from the Company. The amount of the benefit'is based on ‘pcy and
years of service dnd ranges from @ minimum. of four months up to a fhaximum of 'orie year of an employee’s base pay. For 2001 and 2000, the
amounts of additional benefits'paid were $154 million-and $27 million, respectively. -’ : '
Pension and post-retirement costs are recognized ‘over the period in which the employee renders services and becomes eligible to receive ben-
efits as determined by using the projected unit credit method. Qwest's funding policy is to make contributions with the objective of accumulating
sufficient assets to pay all benefits when due. No pension funding was required in 2007, 2000 or 1999. The Company did not make any con-
ributions to the post-retirement hHealthcare benefit plan in 2001, In 2000 and 1999, Qwest made contributions to the post-retirement healthcare

benefit plan of $16 million and $18 million, respectively:

The components of the pension credit and post-retirement benefit cost {credit) were as follows:

Pension Credit . , .,  Postretirement Benefit Cost -
Year Ended December 31, Yecr Ended December 31,
(Dollars in. r;allionsi ‘ ] - ;001 2000 J‘ 1999 o ) 2061 . 2000 . 1999
Service cost - e $ -187 .. § -182. 5. 203 %29 $ 49 $ 70
Interest cost s A . 686 . ) 702. .. 658 ~ . 307 . . 337 326
Expected return on plan assets (1,101) (1,068) . (935) (224) : A{271) } (229)
Amortization of transition asset (79) . . . (79)- . (79) — o — -
Amortization of prior service cost .-+ | e = 2 2 . {4) 12 L 20
Pian curtailment: .- - . S S - : - — — (106) —
Recognized net actuarial gain . L (53} . . . (58) _— ‘ (91) (107) ‘ (28)

Net (credit) cost included in‘income ™~ $ (360) + -3 (319) $ (151) $ 17 3 (86) $ 159




To compute its expe&ed return on pension plan assets, the Company applies its expected rate of return to the market-related. value of the pen-
sion plan assets. The market-related asset value is a computed value that recognizes. changes in fair value of plan assets over o period of time,
not to exceed five years. In accordance with SFAS No. 87, “Employers’ Accounting for Pensions,” the Company elected to recognize actual
returns on liis pldn assets ratably over a five year period whén computing its market-related VO'l‘Je of plan assets. The election was mode in 1987
when SFAS No. 87 became effective. This méthod has the effect of smoothing market volatility that may be experiehced from yeor"b1o year. As

a result, the Company’s expected return is not significantly impacted by the actual return on plan assets experienced in the current year.-

Following is a reconciliation of the benefit obligation for the pension and post-retirement plans: - v

Vs

v Pension ' Poshreficement

' Year Ended December 31, ] Yedr Ended December 31,
(Dollars in millions) 2001 2000 » 2001 2000
Beneﬁtpblfgaﬁon accrued at beginning of year . . e 5. 9,470..  $8877. . » $ 4,500 .. .3 4,344
Service cost 187 .82 o 29 . . 49
Interest cost 686 702 307 337
Actugrial loss ' . - 652, 513 136 301
Ptan omendmén{s ‘ , . - ‘ —_ —_ C— - {169)
Special termination benefits e 154 . 27 — —
Plan curtailment o . . — — L — e (106)
Benefits paid (1,524) (831) S (272) . . - (256)

Benefit obligation accrued at'end of year S . $ 9,625 $ 9,470 $ 4,700 $-4,500

T

Following is a reconciliation of the change in the fair value of plan assets for the pension and post-retirement plans:

[ Sy Pension L Post-retirement
Year Ended December 31, - Year Ended December 31,
{Dollars in millions) ) ‘ 2001 2000 2001 2000
Fair value of plan assets at beginning of year $ 13,594 $ 14,593 ‘ $.2,407 ~$ 2,886
Actual loss on plan assets _ C (851) (78) (148) (68)
Net employer withdrawals ; ' V = — (40) - (245)
Section 420 transfer . Lo S (98) (90) o 98 . . 90
Benefits paid . : C (1,524) (831) ©(272) . {(256)
Fair value of plan assets at year end : o $ 11,11 $ 13,594 - ' . § 2,045 ©$ 2,407

in December 2001 and 2000, under provisions of Section 420 of the Internal Revenue Code, $98 million and $90 million, respectively, of pen-
sion assets were transferred from the pension plan to the post-retirement benefit plan to pay for current year retiree health care benefits. In 2001
and 2000, $33 million and $300 million, respectively, of Life insurance.and Welfare Trust ‘assets. were transferred.to the Company te pay for

employee welfare benefits.
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The following table répresents the funded status of the pension and post-retirement plans:

Pension . . Post-retirement.
Year Ended December 31, oo Year Ended December 31,
{Dollars in millions) . ‘ o . 2001 2000 ‘ 2001 2000
Funded (unfunded) status L ' ) o o $ 1,496 $ 4,124 .$ (2,655) $ (2,093)
Unrecognized net actuarial gain : (265) (2,922) ' (132) (730)
Unamortized prior service benefit L —_ — .o (83) . (58)
Balance of unrecognized transition asset (229} (308) — —
Prepaid benefit (accrued cost) ) $ 1,002 $ 894 $ (2,840) $ (2,881)

The actuarial assumptions used to compute the pension credit-and post-retirement benefit cost are based upon information available as of the

beginning of the respective year and are os follows:

Pension Credit Post-refirement Benefits Cost
Year Ended December 31, Yeor Ended December 31,
2001 2000 1999 2000 . . 2000 1999
Weighted average discount rate - 7.75% 8.00% 6.75% - 7.75% 8.00% 6.75%
Weighted average rate of compensation
increase : 4.65% - 4.65% 4.65% CON/A N/A N/A
Expected long-term rate of return on )
plan assets 9.40% - 9.40% 8.80% 9.40% - 9.40% 8.80%
Initial healthcare cost trend rate . N/A N/A N/A ) 7.00% . 8.00% 8.00%
Ultimate healthcare cost trend rate N/A N/A N/A 5.00% 5.00% 5.00%

Year ultimate trend rate is reached N/A N/A N/A ) 20M 201 2011

The actuarial assumptions used to compute the funded (unfunded) status for the plans are based upon information available as of the end of the

respective year and are as follows:

Pension  Postrefirement
Year Ended December 31, : Year Ended December 31,
2001 2000 2001 2000
Weighted average discount rate ) 7.25% 7.75% 7.25% 7.75%
Weighted a-verage. rate of compensation increase ' 4.65% 4.65% ' . N/A N/A
Initial healthcare cost trend rate ) ) N/A N/A . 8.25% 7.00%
Ultimate healthcare cost trend rate N/A N/A 5.00% 5.00%

Year ultimate trend rate is reached , i N/A ) N/A .. 2007 2011

A one percent change in the assumed healthcare cost trend rate would have had the following effects in 2001:

One Percent Change

{Dollars in miitions) Increase Decrease

Effect on the aggregate of the service and interest cost components of net pericdic post-retirement benefit cost
{statement of operations) - 5 19 $ (17)
Effect on accumulated post-retirement benefit obligation (balance sheet) $ 262 $ (225)
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On January 5, 2007, Qwest announced an agreement with its major
unions, the Communications Workers of America and the International
Brotherhood of Electrical Workers, to extend the existing union contracts
for another two years, through August of 2003. The extensions include
a 3.5% wage increase in 2001, a 5% wage increase in 2002, a 6%
pension increase in 2002, and @ 10% pension increase in 2003. The
appropriate changes were reflected in the pension and post-retirement

benefit computations.

Other Benefit Plans. 401(k) plan: The Company currently sponsors two
defined contribution benefit plans covering substantially all manage-
ment and occupational (union) employees. Under these plans, employ-
ees may contribute a percentage of their annual compensation to the
plans up to certain maximums, as defined by the plans and by the
internal Revenue Service. The Company matches a percentage of
employee contributions in Company stock. Expenses incurred in con-
nection with the Company’s 401(k) plans were $99 million, $113 mil-
lion and $93 million for 2001, 2000 and 1999, respectively.

Deferred compensation plans: The Company sponsors several
deferred compensation plans for its current and former Boards of
Directors and a select group of manogement and highly compensated
employees, certain of which are open to new participants. Participants
in these plans may, at their discretion, invest their deferred compensa-

tion in various investment choices including Company stock.

The deferred compensation obligation of the Company is recorded on
the balance sheet in “Deferred Credits and Other.” Company shares
owned inside the plans are treated as treasury stock and are recorded
at cost in Stockholders” Equity. Investment earnings, administrative
expenses, changes in investment values and increases or decreases in
the deferred compensation liability resulting from changes in the phan-
tom investment values are recorded in the Company’s income. The
deferfed compensation liability as of December 31, 2001 and 2000
was $64 million and $74 million, respectively. The values of the
deferred compensation plans’ assets were $34 million and $67 mitlion
at the end of 2001 and 2000, respectively.

Note 8: Income Taxes

The components of the provision for income taxes are as follows:

2000

Year Ended December 31, {Dollars in millions) 2001 1999
Federal:
Current ${501) $ (23) $ 530
Deferred 487 196 156
(14) 173 686
State and local:
Current - 11 45
Deferred 14 23 69
14 © 34 114
Provision for income taxes 5 - $ 207 $ 800

Qwest received $574 million in net income tax refunds in 2001 and
made net payments of income taxes of $115 million and $472 million
in 2000 and 1999, respectively.

The effective tax rate differs from the statutory tax rate as follows:

2001

Yeor Ended December 31, (in percent) 2000 1999
Federal statutory tax rate (35.0%) 35.0% 35.0%
State income taxes—net of

federal effect . (3.5%) 3.4% 3.5%
Non-deducfiblé KPNQwest _

investment writedown 30.0% — —
Non-deductible goodwill

amortization 7.4% 107.4% —
Non-deductible Merger-

related charges 2.0%  46.2% 5.7%
KPNQwest loss 0.8% 10.7% —
ESOP dividend ) - (9.4%) (0.9%)
QOther (1.7%) (29.0%) (1.2%)
Effective tax rate —%.  164.3% 42.1%
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The components of the net deferred tax liability were as follows:

December 31, (Dollars in millions) 2001 2000
Property, plant and equipment $ 2,868 $ 1,677
“Intangible assets 1,248 1,447
State deferred taxes—net of federal effect 607 406
Revenue recognition 835 447
Other 234 135
Deferred tax liabilities 5,792 4,112
Net operating loss carryforword 2,173 933
Post-retirement benefits—net of pension 592 717
State deferred taxes—net of federal effect 369 243
Provision for bad debts 137 111
Other 243 412
Deferred tax assets 3,514 2,416
Valuation allowance (13) —
Net deferred tox liability $ 2,265 $ 1,696

As of December 31, 2001, Qwest had o net operating loss carryfor-
ward of $6.2 billion that will expire between 2003 and 2021. Unused
net operating losses generated by pre-Merger Qwest are subject to spe-
cial rules in the Internal Revenue Code (“IRC"). IRC section 382 limits
~ the amount of income that may be offset each year by unused net oper-
ating losses arising prior to a merger. The annual {imitation is based
upon the value of the acquired company at the time of fl';e merger times
the federal long-term tax-exempt rate in effect at that date. Any unused
limitation may be carried forward and added to the next year’s limita-
tion. This limitotion will not impoct Qwest’s ability to utilize its net oper-
ating losses against future taxable income. The Company believes it is
more likely than not that future taxable income will be sufficient to fully
recover the existing net deferred tax asset associated with the net oper-

ating loss carryforward.

Prior to the purchase of fHe additional equity interest in KPNQwest in
November 2001, the Company’s investment in KPNQwest was deemed
a foreign corporate joint venture. As a result, Qwest previously did not
record deferred income taxes related to its investment in KPNQwest.
The amount of unrecorded deferred income taxes prior to the addi-
fional stock purchase was $305 million. The temporary difference
would become taxable upon the sale of KPNQwest or if earnings were
repatriated into the United States. With the purchase of the additional
14 million shares of KPNQwest in November 2001, the Company’s
investment in KPNQwest is no longer considered a corporate joint ven-

ture. Therefore, deferred taxes will be recognized prospectively on the

Company's portion of all future undistributed earnings and losses of
KPNQwest. Because the current benefit will only become realizable
upon the occurrence of the events described above, the Company
recorded a valuation allowance against these losses of $13 million for
the year ended December 31, 2001.

The Company had unamortized investment tax credits of $135 million
and $154 million as of December 31, 2001 and 2000, respectively.
in addition, the Company recorded a deferred tax asset associated with
the exercise of employee stock options of $204 million and $189 mil-
lion in 2001 and 2000, respectively.

Note 9: Stockholders’ Equity

Common stock ($0.01 par value): In connection with the Merger,
shares outstanding have been adjusted fo reflect the conversion rafe of
1.72932 Qwest shares for every U S WEST share.

Preferred stock. Under the Company’s charter, the Board of Directors

‘has the authority, without shareholder approval, to (1) create one or

more classes or series within a class of preferred stock, (2} issue shares
of preferred stock in such class or series up to the maximum number of
shares of the relevant class or series of preferred stock authorized, and
(3) determine the preferences, rights, privileges and restrictions of any
such class or series, including the dividend. rights, voting rights, the
rights and terms of redemption, the rights and terms of conversion, lig-
vidation preferences, the number of shares constituting any such class
or series and the designation of such class or series. One of the effects
of authorized but unissued and unreserved shares of capital stock may
be to render mare difficult or discourage an attempt by a potential
acquirer to obtain control of the Company by means of a merger, ten-
der offer, proxy contest or otherwise, and thereby protect the continu-
ity of the Company’s management. The issuance of such shores of
capital stock may have the effect of delaying, deferring or preventing
a change in control of the: Company without any further action by the
shareholders of the Company. The Company has no present intention
to adopt a shareholder rights plan, but could do so without shareholder

approval at any future time.

As of December 31, 2001, there were no shares of preferred stock

issued and outstanding.

Treasury stock. InJanuary of 2001, Qwest repurchased 22.22 million
shares of its common‘siock from BellSouth Corporation (“BellSouth”) for
$1.0 billion in cash. The repurchased shares were available to satisfy
the Company’s obligations under its employee benefits and options pro-

grams ot December 31, 2001. As part of the transaction, BellSouth




committed to acquire $250 million in services from the Company over'

a five-year period. The agreement provides that BellSouth will make
payment for the services in cash and/or Qwest common stock. The
number of shares tendered was based upon values contained in the

agreement. During 2001, Qwest provided services to BellSouth valued

ot $92 million. BellSouth paid for these services by remitting cash ,

throughout the year of $18 million and, on December 10, 2001, ten-

dering 1.2 million shares of Qwest common stock. The value of the -

‘tendered shares at December 10, 2001 of $15 million was recorded

in treasury stock. The $43 million difference between:{i) the value of the

shares at December 1 0, 2001 of $15 million and {ii) the value assigned -

to the shares under the agreement of $58 million wos recorded os a

)

reduction to additional paid-in capital. The unpaid balance of $16 mil-

lion was recorded in the Company’s accounts receivable. See Note 15

for subsequent events.

Rabbi trusts established for two of the Company’s deferred compenso-

tion plans include investments in the Company’s stock. These 504,000
shares with a cost of $26 million at December 31, 2001, werée

accounted for as treasury stock.

Dividends. The Company ‘declared dividends of $0.05, $0.31 and
$1.36“per ‘shure of common stock during 2001, 2000 and 1999,

respecﬁvély.

Stock options. Prior to the Merger, U S WEST adopted stock plans
under which the Company could grant awards in the form of stock
options, stock appreciation rights, restricted stock and ‘phantom units,
as well as substitute stock options ond restricted stock awards. In.con-
nection with the Merger, all outstanding options prior to the Merger
announcement vested. Options granted after that date and prior to
June 30, 2000 continue to vest according to the vesting requirements

in the plan. .

On June 23, 1997, Qwest adopted the Equity Incentive Plan, which was
amended and restated on June 1, 1998. This plan permits the grant of
non-qualified stock options, incentive stock options, stock appreciation
rights, restricted stock, stock units and other stock grants. The maximum
number of shares of common-stock that may be issued under the Equity
Incentive Plan at any time pursuant to awards is equal to 10% of the
aggregate numbebr of common shares issued ond outstanding. Issued
- and outstanding shares are determined as of the close of trading on
the New York Stock Exchange on the preceding trading day. As of

December 31, 2001, the maximum number of options available for

.grant was 166 million with 104 million options ouistanding and 62 mil-

lion options available for grant. Approximately 104 million shares of

common stock were reserved for issuance at December 31, 2001.

The sub-committee of the Compensation Committee of the Boord of

Diréctors determines the exercise price for each option. However, stock

“ options must have an exercise price that is at least equal to the fair mar-

ket value of the common stock on the ‘date the stock opfion is granted,

subject to certain restrictions. Stock option awards generally vest in

‘equal increments over the vesting period of the granted option (either

o four- or five-year period), and awards.gronted under the Equity
Incenfive Plan wifl immediately vest upon cn"xy change in control of the

Company, as defined, unless provided otherwise by the Compensation

. Committee ot the time of grant. Options granted in 2001, 2000 and

1999 have terms ranging from six to ten years.

.(,)n‘Odober 31, 2001, the Corﬁpcny ann'ounfed a voluntary stock
option exchange offer. Under the terms of the offer and subject to cer-
tain restrictions, Qwest employees could exchange all or a portion of
their stock options with an exercise price of $35 or more. The offer was

available only to Qwest full-time, non-union employees (excluding 15

“senior executives), for options granted by Qwest or U § WEST. Options

surrendered by an employee were cancelled and new options will be
issued no earlier than six months and one day after the termination of
the option exchange offer on a share-for-share basis. The exercise price
on the new options will equal the closing market price on the day the
new options are granted. The options will vest ratably over a four-year
period commencing on the new.cption grant dote. At-the expiration of
the exchange offer, 10,748 employees had exchanged 'stock options

for approximately 29 million shares.
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Summarized below is the activity of the U S WEST plan prior to the Merger, pre-Merger Qwest (acquired entity for accounting purposes) -plan

prior to the Merger and the combined Qwest plan subsequent to the Merger:

U § WEST Plan Qwest Equity Incentive Plan
Weighted Weighted
_Nurf\ber Average Number Average
of Shares Exercise of Shares Exercise
{in thousands) Price {in thousonds) Price
Qutstanding December 31,. 1998 41,551 - - $ 22.23 60,302 "$ 12.02
Granted : 21,736 31.20 35,262 .31.69
Exercised (5,205} 18.62 (13,827) 9.68
Canceled or expired (2,058) 23.38 (12,826} 17.12
Outstanding December 31, 1999 56,026 25.52 68,911 21.48
Granted 10,830 41.20 41,698 " 45.52
Exercised (7,586) 18.80 (20,834) 16.21
Canceled or expired (6,822) 36.27 (12,145) 34.65
U S WEST options converted upon Merger 52,448 $ 29.64 52,448 29.64
Outstanding December 31, 2000 130,078 . 32.19
Granted 38,477 24.83
Exercised , (14,102) 20.36
Tendered for cancellation (29,040) 43.52
Canceled or expired (21,362) 37.01
Outstanding. December 31, 2001 104,051 '$ 2719

Options to purchase 53.9 million, 52.7 million and 22.7 million shares

of Qwest common stock at weighted average exercise prices of $26.55,
$24.33 and $19.94 were exercisable at December 31,-2001, 2000

and 1999, respectively.

The outstonaing options at December 31, 20071 have the following

Had the Company.accounted for employee stock option grants under

the fair value method prescribed by SFAS No. 123, “Accounting for

Stock-Based Compensation,” the pro forma results would have been

as follows:

Year Ended December 31,
{Dollars in millions,

characteristics (shares in thousands): except per share amounts) 2001 2000 1999
Net (loss) income:
QOutstanding Options Exerciseable Options
As reported $ (4,023) $ (81) $ 1,342
Weighted  Weighted Weighted . -
Average  Average Average Pro forma (4,282) (167) 1,293
Range of Number Remaining Exercise Number Exercise (LOSS) earnings per share: v '
Exercise Prices Quistanding  Life (years) Price Exerciseable Price As reported—bosic (242) (006) 1 54
$ 0.01-%19.00 31,010 6.92 $14.12 13,066 $11.55 As reported—diluted (2.42) (0.06) 1.52
$19.01-52%.00 24,427 6.80 2559 15,005 24.56 Pro forma=<basic (2.58) (0.13) 1.48
$29.01-$35.00 25,013  7.01 31.44 13,769 30.74 Pro-forma—diluted - (2.58) (0.13) 1.47
$35.01-$42.00 16,771 6.83 39.15 10,197 39.28 -
$42.01-549.00 5,750 7.69  46.67 1,484 46.65
$49.01-$60.00 1,080 6.45 50.87 362 50.75
Total 104,051 6.94 $27.19 53,883 $26.55
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Following are the weighted average assumptions used with the Black-
Scholes option-pricing model to estimate the fair value of options
granted during 2001, 2000 and 1999:

Year Ended December 31, 2001

The following table summarizes the activity of the number of shares
of Qwest common stock allocated for the settlement of outstanding
Growth Shares:

2000 1§99 Number of Shares
Risk-free interest rate 4.2% 6.0% 5.6% December 31, 1998 outstanding balance 559,954
Expected dividend yield 0.1% 1.0% " — 1999 settlements (37,516)
Expected- option life {yeors) .53 4.7 4.0 December 31, 1999 outstanding balance 522,438
Expected stock price volatility 64.0% 52.6% ; 57.0% 2000 settlements (165,715)

Weighted. t -
EIQd ¢ fcverog:e gran 6 15.58 $ 23.03 5 2 8 December 31, 2000 outstanding balance 356,723

te fai . - 15, . 7.87

ate fowr valve 2001 selements (356,723)

Restricted stock. In.2001, 2000 and 1999, the Company granted
650,000 shares, 447,321 shares and 952,248 shares of restricted
stack under the Equity Incentive Plan-with weighted-average grant date
fair values of $16.81, $46.40 and $32.03 per share, respectively. Com-
pensation expense.of $4-million, $15 million and $11 million was. rec-
ognized for restricted stock grants in 2007, 2000.and 1999, respectively.
Employee stock purchase plan. In October 1998, pre-Merger Qwest
(the: ocqﬁired entity for accounting purposes) instituted. an Employee
Stock Purchase Plan (“ESPP”). The Company is authorized to issue.
approximately 7.0 million shares of Qwest common stock to.eligible
employees. Under the terms of the ESPP, eligible employees may author-
ize payroll deductions of up to 15% of their base compensation, as
defined, to purchase Qwest common stock of a price of 85% of the fair
market value of the Qwest common stock on-the last trading day of the
month in which the Qwest common stock is purchased. Shares pur-
chased prior to the Merger were 253,766 in 2000 and 443,242 in
1999. Shares purchased subsequent to the Merger were 1,951,756 in
2001 and 349,868 in 2000.

Growth share plan. Pre-Merger Qwest (the acquired entity for account-
ing purposes) had a Growth Share Plan for certain of its employees and
directors. A “Growth Share” was a unit of value based.on the increase
in value of Qwest over a specified measurement period. Upon vesting,
settlement of each Growth. Share was made in Qwest common stock. All
Growth Share grants were made based on a beginning Qwest value that
was greater than or equal to the fair value of Qwest at the grant date.
Prior-fo the ‘Merger, Qwest recognized approximately $3.5 million
and $6 millidn of ‘expense for the Growth Share Plan in 2000 and
1999, respectively. Subsequent to the Merger, the Company recognized
$3.5 million of expense in 2000 and $12-million of experise in 2001
related to the Growth Share Plan. .
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December 31, 2001 outstanding balance —

Due to the change in control as a result of the Merger, all Growth
Shares were vested at December 31, 2000 and approximately $29 mil-
lion was included in other long-term liabilities related to outstanding
Growth Shares. In the first qudrter of 2001, the Company issued
approximately 357,000 shares of Qwest common stock in setlement

of all remaining vested Growth Shares.

Note 10: Optical Capacity Asset Sales and Purchases

The Company sold opficdl capacity assets on its network to other
telecommunications services providers in the form of either sales of dark
fiber strands or sales of specific channels on Qwest's “lit” network.
These arrangements are typically structured os indefeasible rights of
use, or IRUs, which are the exclusive riéht fo'use o specified amount
of capacity or fiber for a specified period of time, usually 20 years or
more. Revenues from sales of either type that meet the criteria of a sales-
type qusel‘were recognized at the time of delivery to and acceptance
by the customer. During the years ended December 31, 2001 and 2000,
the Company recognized revenue of $1.013 biltion and $468 milli'on:
respectively, related to optical capacity asset sales. Total future cash
payments to be received by the Company under these agreements are
$212 million in 2002 dnd $40 million in 2003.

The Company aiso entered into agreements to purchase optical cdpcc-
ity assets and network facilities from other telecommuni¢ations services
providers. These purchases allow the Company to expand its fiber optic
network both: domestically and internationally. Property, plant and
equipment increased by approximately $988 million and $354 million
during the years ended December 31, 2001 and 2000, respectively,
due to these purchases. In some cases, Qwest enfers into two.transac-
tions that occur at the same time: one to sell IRUs to companies and
second to acquire optical capacity from such companies. These arrange-

meénts. are referred to as “contemporaneous transactions” Although



cash is generally exchanged in contemporaneous transactions and the
Company believes they are separate legally enforceable transactions,
the Company has also applied APB Opinion No. 29 and EITF issue
No. 0102. Accordingly, exchanges of optical capacity held for sale
in the ordinary course of business for capacity to be used in Qwest's
operations are recorded at foir valye if the criterio in these stondards
dre met. Otherwise, these exchanges are recorded ot the lower of

historical cost or fair value.

A summary of the above transactions follows:

Average Gross

Revenues . Margin %
{Dollars in millions) 2001 2000 2001 2000
Capacity sales treated as
non-contemporaneous  § 329 § 199 57%  49%
Capacity sales treated
as contemporaneous 684 269 43% .50%
Total 48% - 50%

$ 1,013.5% 468

Cash Paid for
Purchased Optical

Cash Received
from Opical Capacity

Asset Sales Capacity Assets
(Dollars in millions) " 2001 2000 2001 2000
Capacity transactions
treated as
non-confemporaneous  $ 414 $ 117§ 215 § 132
Capacity transactions
. treated as
contempaoraneous 969 137 863 133

Total $ 1,383 $ 254 $ 1,078 $ 265

Cash received from optical capacity soles is included in cash provided
by operating activities. Cash expended for the purchase of optical

capacity assets is included in investing activities.

Note 11: Commitments and Contingencies

Commitments. Minimum usage requirements and other commitments:
Quwest has agreements with IXCs and third party vendors that require
the Company to maintain minimum monthly and/or annual billings
based on usage.. The Company also has certain agreements with third
party vendors that require payments that are unconditional. The mini-
mum usage contracts primarily relate to IP and dato services such as
dial-up Internet access, dedicated Internet access, voice over IP serv-

ices, traditional private lines, local access and asynchronous transfer

mode services. Qwest believes it will meet substantially all minimum
usage commitments. In the unlikely event that requirements have not
been met, Qwest will record the appropriaté charges. The Campany
has reflected in its financial statements the financial impact of all cur-

rent, unmet minimum usage requirements.

The Company has -entered into unconditional purchase obligations to
obtain facilities management services from other telecommunications
services companies. Qwest is an authorized distributor for certain
equipment manufacturers and routinely sells such equipment.-to unre-
loted parties. During 2001, the Company sold equipment to other
telecommunications cémpunies and Eoniemporoneously ~eniered into
unconditional commitments to obtain faciliies management services
from these companies. The equipmeént sold to those companies will not
be used exclusively to provide services to Qwest and these companies
may use alternotive equipment or means to provide the required facil-
ities management services to the Company. Revenues recognized from
these equipment sales were $148 million during 2001 and none dur-
ing 2000. The profit from all these 2001 equipment sales was deferred
because there was no practical manner to separate the equipment sale
ond facilities monagemehl services contracts. The deferred profit will
be amortized over the terms of the service agreements of approximately
4 to 5 years. Specifically, under these facilities management services
obligations, the Company’s minimum future cash obligations are approx-
imately $1.3 billion.

At December 31, 2001, the total amount of future cash commitments to
be paid: over the next five years under minimum usage oand uncondi-

tional purchase requirement agresments is approximately $3.0 billion.

Letters of credit: The Company maintains letter of credit arrangements
with various financial institutions for up to $77 million. At-December 31,

2001, the amount of letters of credit outsfondiﬁg was $49 million.

KPNQwest: As of December 31, 2001, Qwest had a remoining uncon-
ditional purchase obligation to purchase up to 81 million (or $72 mil-
lion based on a conversion rate at December- 31, 2001) worth of
r;efwork»copccify from KPNQwest through 2002. Qwest has no further
obligation to fund KPNQwest. )

Contingencies. Litigation: \n April 1999, CSX Transportation, Inc.
(“CSXT”) filed a complaint in federal district court in Jacksonville,
Florida against Qwest seeking domages for an-alleged breach of ¢
1995 contract. CSXT’s complaint principally involves.claims for alleged
breaches of an agreement that granted Qwest the right fo install con-

duit for a fiber optic network along CSXT's rights-of-way. The Company
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has asserted counterclaims against CSXT alleging that CSXT fraudulently |

induced a 1999 settlement agreement regarding defense and.indem-
nity obligations between the parties, and alleging that CSXT breached

the 1995 agreement. Trial is scheduled to’ commence in May 2002.

In January 2001, an amended purported class action complaint was
filed in Denver District Court against Qwest and certain current ond for-
mer officers and directors on behalf of stockholders of U S WEST. The
complaint alleges ’r.ho’r.Qwesi hos a duty to pay a quarterly dividend to
U S WEST stockholders of record as of June 30, 2000. Plaintiffsfur:
ther claim that the defendants attempted to avoid poying the dividend
by changing the record date from June 30, 2000 to July 10, 2000. In
June 2000, the court denied the plaintiffs’ motion for a temporary
restraining order attempting to prevent the closing -of the Merger. In
‘October 2001, Qwest’s motion to dismiss the complaint was.denied
in part. The court deferred ruling on the remainder of the motion

pending discovery.

On July 23, 20071, Qwest filed a demand for arbitration against
Citizens alleging that it breached Agreements for Purchase and Sale of
Telephone Exchanges dated as of June 16, 1999, between Citizens

and U § WEST Communications, Inc., with respect to the purchase and

sale of exchanges in- Arizona, Colorado, Idaho, lowa, Minnesota,

Montana, Nebraska and Wyoming. The demand. for arbitration was
filed after Citizens failed to close the exchange sales in violation of the
terms of the-purchase agreements. Citizens, in turn, filed a demand for
arbitration alleging counter claims against Qwest in connection wifh the
sale of those same exchanges, as well as exchanges locoted in North
Dakota that Qwest did sell o Citizens. In the arbitration, Qwest seeks
a determination that Citizens breached the agreements and, as a result,
Qwest is entitled to draw down on a series of letters of credit Citizens
provided in connection with the transactions and other damages.
Citizens seeks a determination that Qwest breached the agreements
and, as a result, Citizens is entitled to damaoges. This arbitration is still

at a preliminary stage.

In August 2001, Qwest filed a complaint in state court in Colorado and
an arbitration demand against Touch America, Inc. (“Touch America”).
In response; also in August 2001, Touch America filed a complaint
against Qwest in federal district court in.Montana and:removed
Qwest's state court complaint to federal district court in Colorado. Touch
America has also filed answers and counterclaims in the arbitration and
the Colorado lawsuit. Touch America’s complaint in Montana was dis-
missed on November 5, 2001, and Touch America’s motion for recon-

sideration was denied on December 17, 2001. The disputes between

Qwest and Touch America relate to various billing, reimbursement and
other commercial disputes arising under agreements entered into for the
sale of Qwest’s interLATA {local access and transport area) business in
its local 'service area to Touch America on June 30, 2000. Touch
America also asserts that Qwest has violated state-and federal antitrust
laws, the Telecommunications Act of 1996 (the “Act”) and Qwest's
Federal Communications Commission toriff. Each party seeks damages
against the other for amounts billed and unpaid and for other. disputes.
Discovery has begun in the arbitration, and the parties have tentatively
scheduled the arbitration hearing for September 23, 2002. The court
case is in a preliminary stage, discovery hos not begun and no trial
date has been set. Touch America .also asserts that we violated the Act
(including claims relating to Qwest’s sale of IRUs viclating the Act) and

its tariffs, and haos filed related complaints at the FCC.

From July 27,2001 to October 1, 2001, seven-purported class action
complaints were filed in federal district court in Colorado against
Qwest, its Chairman and Chief Executive Officer, Joseph P. Nacchio,
and its Chief Financial Officer, Robin R. Szeliga on behalf of purchasers
of Qwest’s publicly traded stock between March 22, 2001 and July 23,
2001. One of the seven complaints has been voluntarily dismissed. The
remaining $ix complaints, which have been consclidated, allege,
among other things, that Qwest, Mr. Nacchio and Ms. Szeliga made
material false statements regarding the results of operations for the
quarter ended March 31, 2001 in violation of sections 10(b} and 20(a)
of the Securities Exchange Act of 1934 (”Exchange Act”) and that, dur-
ing the above period, the individual defendants sold shares of Qwest's
common stock. On December 3, 2001, a Consolidated Amended Class
Action Complaint (“Consolidated Complaint”) was filed in federal dis-
trict court in Colorado against Qwest, Joseph P. Nacchio, Robin R.
Szeliga, and sevéral other former and present officers and/or directors
of thé Company on behalf of purchasers of Qwest’s publicly traded
stock between October 24, 2000 and Oc?ober‘ 30, 2001. This
Consolidated Comploint supersedes the six purported class action
complaints filed between July 27, 2001 and October 1, 2001. The
Consolidated Complaint alleges, among ‘other things, that during the
class period, Qwest and certain of the individual defendants made
material false stafements regarding the resulis’ of operctions in violation.
of sections 10(b) and 20(a) of the Exchange Act and that during the
class period, the individual defendants sold shares of Qwest’s common
stock in viclation of section 20(a) of the Exchange Act. The Consolidated
Complaint alleges that Qwest’s financial results during the class period
and statements regarding those results were false and misleading due

to the alleged (i) overstatement of revenue, (i) understatement of costs,
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(iii) manipulation of employee benefits in order to increase profitabil-
ity, and (iv) misstatement of certain assets and liabilities. The Consoli-
dated Complaint seeks unspecified compensatory doemages and other
relief. On January 15, 2002, Qwest and the individual defendants

filed @ motion to dismiss, which is pending before the court.

On October 22, 2001, a derivative lawsuit was filed in federal district
court in Colorado, naming as defendants each of the members of the
Qwest Board of Directors, and naming Qwest as a nominal defendant.
The derivative complaint is based upon the allegations made in the
class actions described in the preceding paragraph, and alleges that
the Board members intentionally or negligently breached their fiduciary
duties to Qwest by failing to oversee implementation of securities laws
that prohibit insider trading. The derivative complaint also alleges that
the Board members breached their fiduciary duties to Qwest by caus-
ing or permitting Qwest to commit alleged securities violations, thus
(i) codsing Qwest to be sued for such.violations, and {ii} subjecting
Qwest to adverse publicity, increasing Qwest’s cost of raising capital
ond impairing earnings. The derivative complaint further alleges that
certain directors sold shares between April 26, 2001 and May 15,
2001 using non-public company information. In December 2001, the
derivative lawsuit wos stoyed, pending resolution of the Consolidated

Complaint. See Note ‘15 for subsequent events.

From time to time the Company receives complaints and becomes sub-
ject to investigations regarding “slamming” (the practice of changing
long-distance carriers without-the customer’s consent), “cramming” (the
practice of charging a consumer for goods or-services that the con-
sumer has not authorized or ordered), and other matters. In December
2001, on administrative law judge. recommended to the California
Public Utilities Commission that Qwest be assessed a $38 million penalty
for alleged slamming and cramming violations. That recommendation
was appealed by‘Qwesf to the full California Public Utilities Commis-
sion on January 4, 2002 and the Company is awaiting the decision
on appeal. The Company has received other complaints regarding
slamming and cramming, both in and outside its local service area, and
may become subject to other investigations in the future. Such com-
plaints or investigations have resulted or could result in further legal
action and the imposition of fines and other penalties or damage
awards. Although such complaints and actions are not anticipated to
have a maoterial adverse effect on the Company, they could indirectly
impact the timing of the Company’s Section 271 approval-to sell long-

distance services in the Company’s local service area.

Through December 2001, several purported class actions have been
filed in various courts against Qwest on behalf of landowners in
Alabama, California, Colorado, Georgia, lllinois, Indiana, Kansas,
Louisiana, Mississippi, Missouri, North Carolina, Oregon, South
Caroling, Tennessee and Texas. The complaints challenge Qwest's right
to install its fiber optic cable network in railroad rights-of-way and in
California, Colorado, litinois, South Carolina and Texas, also challenge
the Company’s right to install fiber optic cable in utility and pipeline
rights-of-way. In Alabama, the complaint chollengés Qwest’s right to
install fiber optic cable in any right-of-way, including public highways.
The complaints allege that the railroads, utilities and pipeline compa-
nies own a limited property right-of-way that did not include the right
to permit the Company to install its fiber optic cable network.on the
plaintiffs’ property. The Indiana action purports to be on behalf of
national class of landowners adjacent to railroad rights-of-way over
which the Company’s network passes. The Alabama, California,
Colorado, Georgia, Kansas, Louisiana, Mississippi, Missouri, North
Carolina, Oregon, South Carolina, Tennessee and Texas actions pur-
port to be on behalf of o class of such landowners in those states,
respectively. The lllinois action purports to be on behalf of landowners
adjacent to railroad rights-of-way over which Qwest's network passes

in llinois, lowa, Kentucky, Michigan, Minnesota, Nebraska, Ohio and

'Wisconsin. The complaints seek damages on theories of trespass and

unjust enrichment, as well as punitive damages.

Qwest haos also been named as a defendant in various other litigation
matters. The Company intends to vigorously defend these outstanding

claims and the outstanding claims specifically described above.

Intellectual property: Qwest frequently receives offers to take licenses
for patent and other intellectual rights, including rights held by com-
petitors in the telecommunications industry, in exchange for royalties or
other substantial consideration. Qwest also regularly is the subject of
allegations that its products or services infringe upon various intellec-
tual property rights, and receives demands that it discontinue the
alleged infringement. The Company normally investigates such offers
and allegations and responds appropriately, including defending itself
vigorously when appropriate. There can be no assurance that, if one
or more of these allegations proved to have merit and involved signif-
icant rights, damages or royalties, this would not have o material

adverse effect on Qwest.

Regulatory matters: Qwest has pending regulatory actions in local reg-
ulatory jurisdictions which call for price decreases, refunds or both.

These actions are generally routine and incidental to Qwest's business.




The Company has provided for certain of the above matters in its consolidated financial statements-as of December 31, 2001. Although the ulti-
mate resolution of these claims is uncertain, Qwest does not expect any material adverse impacts os a result of the resolution of these matters.

[

Note 12: Segment Information

Qwest operates in four segments: retail services, wholesale services, network services and directory services. The retail services segment pro-
vides local telephone and data services, long-distance voice ond data services and wireless services. The wholesale services segment provides
exchange access services that connect customers to the facilities of IXCs and interconnection to the Qwest telecommunications network 1o CLECs.
The network services segment provides access to the Qwest telecommunications network, including Qwest’s information technologies, primarily
to the Company’s retail services and wholesale services segments. The directory services segment publishes White and Yellow Pages telephone
directaries and provide Internet-based directory serVices and dotabase marketing services. Qwest provides its services to residential and busi-

ness customers both inside and outside its:local service area.

Following is a breakout of the Company’s segments. The accounting principles used ore the same as those uﬂsed. in the consolidated financial
statements. The “other” category includes unallocated corporote expenses c;nd revenues. Qwest internally tracks, separately, only the assets of
its Directory Services segment with all remaining assets included as a reconciling item. The “Reconciling Items” category also includes other
adjustments. The 1999 amounts have.not been restated to conform with the 2001 and 2000 presentation because the information was not avail-

able as a result of systems changes that occurred after the Merger. -

Total
Communications
. ) Retail - Wholesale s Network and Related .. Directory . ., . Reconciling Consolidoted
{Dollars in millions) Services Services Services Services Services Other lterms Total
2001 _ o , R . ‘_
External revenves  § 14,941 § 3,003 . $ 110 5 18,054 . $ 1,604 .5 37 8§  — § 19,695
Adiusted EBITDAN) 11,435 2,478 (6,804) 7009 1,071 (827) — 7,353
Assets , - = - . = 875 — 71,906 73,781
Capital expenditures . 859 7 . . 7,458 8324 . 2 217 R 8,543
2000 o R ‘. o | o
External revenues 11,837 3,083 A K 1.3‘2 R .1_5,052 1,530.. . 28 - 16,610
Adjusted EBITDAM 9,205 2,682 (4,569) 7,318 . 959 . (1,360) . — 6,917
Assets - = == — 1,392 — . 72,009 73,501
Capital expenditures. . 1,033 103 5,207 6343 41 213 - 6,597
1999 _ L N o o o : o
External revenues 9,022, 2,87 242, 12,35 1,436 Co— . (389) 13,182
Adjusted EBITDA 6,111 2,157 (2,793) 5,475 741 (5120 . — 5,704
Assets - — — — 819 — . 22,453 23,272
Copitol expenditures 587 SRR 3,199 3897 . 48 (1) — . 3,944

(1) Adjusted EBITDA does not include, non-recurring and non-opefating items, which for the relevant periods includes restructuring charges, Merger+elated and other charges, asset write-offs
and impairments, gains/losses on the sale of investments and fixed assets, gains/losses on sales of rural exchanges, changes in the market values of investments, certain legal charges, Separation
charges ond certain regulatory rote refunds. The Company uses adjusted EBITDA as a measure of its operating performance. The Company believes that adjusted EBITDA is important to investors
in the' Company’s debt and equity securities and to analysts that cover these secucities becuuse it is one measure of the income generated that is available fo service debt. Adjusted EBITDA
does not represent cash flow for the periods presented and should nat be considered as an aliernative to cash flows as a source of liquidity, Moreover, the items excluded from the caleulation
of adjusted EBITDA are significant components in understanding and assessing the Company’s financial performance. Qwest’s definition of adjusted EB\TDA is not necessarily comparable with
EBITDA or odjusted EBITDA as used by other companies or with similar concepts used in Qwest's debt instruments. Adjusted EBITDA is reporfed as o complemenf to the finoncial results in
occordonce with GAAP and is presented to provide investors additional information concerning the Company's operations. e . .- R

s

F-75




A reconciliation from Segment adjusted EBITDA to pre-tax income

follows:

Year Ended December 31, (Dollars in millions) 2001 2000 1999
Segment.adjusted EBITDA $ 7,353°% 6,917 § 5,704
Less: ) . .
Depreciation and omortization 5,335 3,342 2,367
Restructuring, Merger+elated and .

other charges -.. 1,198~ 1,752 =
Other expense—net. - 4,778 1,697 1,435
(Loss) income before income toxes,

extraordinary item and i

cumulative effect of change -

126 $ 1,902

in accounting principle

$ (3.958) %

Beginning in 2002, the Company expects to change its segment report-
ing to reflect the woy Qwest intends to manage its operations in 2002,
The new segments will be: (1) business services, (2) consumer services,
(3) wholesale services, (4) directory services.and (5) network services.
The business services segment provides'IP, data, voice and wireless
products and services to retail and small business customers. The con-
sumer services segment provides IP, data, voice and wireless products
and services to the consumer market. The wholesale services segment
provides exchange access services that connect customers o the facil-
ities of IXCs and interconnection 1o the Qwest telecommunications net-
work to CLECs as well as IP, data, voice and wireless products and
services to wholesale customers. The network and directory services seg-

ments will remain the same as under the previous segment reporting.

Note 13: Restructuring

During the fourth quarter of 2001, the Company opproved a plan to
further reduce current employee levels, consolidaté and sublease facil-
ities and abandon certain caopital projects, terminate certain operat-
ing leases and recognize certdin asset impairments. The Company
recorded a restructuring charge of $749 million to cover the costs asso-
ciated with these actions. The restructuring charge is comprised of

the following:

Year Ended December 31, {Dollars in millions) " 2001
Severvc‘nce and émployee-related charges $ 332
CyberCenter sublease IosseS cn;.'l leasehold write-offs 165
Contractual settlements and legal contingencies 129
Other charges 123
Total restructuring charge $ 749

In order to streamline the business and consolidate operations to meet

lower customer demand resulting from the current economic conditions,

the Company identified a net reduction of 11,000 employees and con-

tractors in various functional areas, in addition to previous reductions

‘in connection with the-Merger. The severance chorge of $332 mil-

lion relates to involuntary separation:costs. for approximdately. 10,000

- employees. The Company expects the remainder of the reduction to

be achieved through attrition. As of December 31, 2001, over 4,000
employees had been involuntarily separated by the Company.ond cash
severance payments totaling $32 million had been made relating to
these separations. The Company expects the remaining employee sep-

arations to be completed by June 30, 2002.

The Company operates 16 Web hosting centers {“CyberCenters”}

across the country that are subject to various operating lecses. Qwest

- also has several CyberCenters currently under construction that would

require additional capital outlays before they are functional. Finally, the
Company has some CyberCenter facilities under lease where no con-
struction work has begun. As a result of the slowing economy ond
current excess capacity for Web hosting services, the Company has
suspended its plans to build CyberCenters where construction had not
begun and has halted further construction on those currently under con-
struction. The Company expects to sublease the majority of the non-
operational CyberCenters within the next 12 months at rafes less than
Qwest's lease rates for the facilities. The Company recorded o charge
of $112 million for expected sublease losses. In oddifion, the Company
wrote off $53 million of leasehold improvements at CyberCenters that

were partially complete.

The Company occupies administrative and network operations build-
ings under operating leases with varying terms. Due to the reduction in
employees and consolidation of operations, the Company expects to
terminate 40 operating lease agreements across the country within the
next 12 months. The Company recorded o chorge of $129 million

relafed to the terminafion of these operating lease agreements.

Other restructuring charges primarily includes asset impairments. Asset
impairment charges of $51 million relate mainly to the assets of

two development projects. Because both projects were incomplete

and abandoned, the fair value of such assets was determined to be

zero. These’ossefé were operated by the Company’s netv?oyk services
segment and represented cerfoin equipment and other assels. The
Company also reviewed all internal software projects in process and
determined that certain projects with a carrying value of $68 million
would no longer be pursued. Because the projects were incomplete

and abandoned, the fair value of such software was determined to be
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zero. The abandoned projects included. various billing and: other sys-

tem enhancements. :

Sy

. A summary .of the liabilities recorded. from these restructuring costs, at

December.31, 2001, is as follows: .. QRIS
B Decen"nl‘aer 31,

. Jcndaryll; . o
' 2001~ .1'2001- " 2001 - 2001
(Dollars in millions) . Balance . Provision  Utilization . Balance:
Severance and-employee: o ERREE e AR T
irelated chorges  + © § — 4$°332 $ 32 . $.300
CyberCenter sublease. " "+~ =77 . = " ot ‘
" losses and
leasehold write-offs .- . - —. . 165 ©..55. 110
" Contractudl seftlements cmd ' Y e SR
“legal contingencies:* - 1297 o2 2127
Other charges'+ © . T TRNE T UL
Total acéroed chos'r‘s B 630 - 89 ' 547
Asset impairments  © v - 19 v 1o L
Total r:esirucﬁ_Jr‘inQ charge TS — 5 749 s 20v8' $ 541
‘Note 14: _Related-Par't»leI;ansactions N

During 2001 and 2000, Qwest entered into several fransactions.in the
normal course of business wnh KPNQwest for the purchase and sale of

optical copcmfy assets and the provisioning of services such as privote

line, Web hosting, Internet protocol transit and dedicated, Internet.

access. The Company made purchases from KPNQuwest of approxi-

mately $213 million ond $70 million in 2001.and 2000, respectively..

Qwest sold products and services to. KPN»QVV\(_‘est in the .amount of
$18.million and $26 million in 2001.and 2000, respectively. At Decem-
ber 31, ”
for these products and'services of $8 million and $7 million, respec-
tively. Pricing for these services was bosed. on.what the Company
believed. to be fair market value at the-time the transactions were con-
summated. The sales to Qwest were in accordance with the distribution
ogreement Qwest has with KPNQwest, whereby Qwest is, in certain
circumstances, the exclusive distributor of certain of KPNQwest's serv-
ices, in Norjh‘,Americc‘. Qwest owns cpproxim‘ctely.47.5'% of the out-

standing shares of KPNQwest’s common stock. As. of December _31',‘

2001, Qwest had a remaining unconditional purchase obiigation.to.

purchase up to 81 million (or $72 million based on a:conversion rate,
at December 31, 2001) worth of network capacity from KPNQwest,
through 2002. Qwest has no further obligation to fund KPNQwest: .

In October 1999, Qwest and ADMI, an affiliate of Anschutz Cdmpqny,

formed a joint venture called QDM that provided advanced digital

2001, and 2000, Qwest had a receivable from KPNQwest.

" $3.8 million advance under the MSA,

production, post-production and transmission facilities, digital media
storage, and distribution services, telephony-based data storage and
enhanced services, access and routing services. Qwest contributed
approximately-$84.8 million in the form of a promissory.note, payable.
over nine. years of an.annual interest rate of 6%: At inception,, Qwest
and ADMI .each owned 0.50%;equit); and voting interest.in the joint
venture: In June 2000, Qwest acquired an additional 25% interest in
QDM directly from ADMI, Qwest paid approximately $48.2 million for
the interest;.approximately $4.8 million was paid in cash at closing and
the remaining $43.4 million was paid with. approximately $1.8 million
in inferest, on January 2, 2001. Following this transaction, Qwest owned
a 75% economic interest.qand: 50% voting inferest. in QDM and ADMI
owned.a 25% economic-interest and a 50% voting interest.. .,

In October 1999, Qwesi also agreed to purchose certain telephony-
related ussets and oH of the stock of Precision. Systems, Inc., a telecom-
munications solutions provider, from ADMI in exchange for a-promissory
note in the amount of approximately $34 million. The note bears
interest at,6% annually. with.semi-annual interest payments and annual,
pfinéipél boymer].fswd‘ye through 2008.

In October. 1999, Qwest entered into.a long-term Master Services Agree-
ment (the “MSA”) with QDM under which QDM agreed to purchase
approximately $1 19 million of telecommunication services through
October. 2008 and Qwest. agreed to extend credit o QDM for the pur-
pose of making payments for the.telecommunication services. Each
ch_ober,aQDM would be required to poy Qwest.an amount equal fo
the difference between certciﬁ specified annual commitment levels and
the amount of services actually purchased under the MSA at that time.
In October 2001, Qwest agreed 1o release QDM from its.obligation to
acquire telecommunications services from Qwest in exchange for QDM
forgiving Qwest's $84.8. million promissory note (after giving effect to.
a payment by Qwest of $2.5 million_in accrued interest and $1.3 mil-
lion in principal on the note), Prior to termination of the MSA, Qwest
advanced QDM the amount- QDM, owed for accrued. telecommunica-
tions services of $3.8 million.and QDM ppg_lieﬂ the advance.to pay
Quwestthe.amount owing for the services, including interest on amounts,

past due. Concurrently. with terminating.the MSA, QDM repaid the

During 2001, Qwest recorded o charge of $15 million that represented
its share of an impairment chorge; recorded by. QDM.: In. December
2001, Qwest.mancgement made o decisi;jn to discontinue funding
QDM, resulting in.a charge of $18 million. In February 2002, a deter-

mination was made tfo discontinue the QDM business.
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Note 15: Subsequent Events

BellSouth Stock Transactions. Qwest entered into an-agreement with
BellSouth in 2001 under which BellSouth committed to acquire services
from Qwest over a five-year period (the “2001 Agreement”}. The 2001

Agreement-provided thaf BellSouth may make payment for the services

in Qwest common stock based upon values ‘contained in the agreement.’

During the first quarter 2002, the Company received approximatély
278,000 shares of Qwest common stock valued ot $13 million from
BellSouth'in partial satisfaction of the outstanding $16 million accounts
receivable outstanding at December 31, 2001. In addition, in"accor-
dance with the 2001 Agreement, Qwest used' $12 million of the
$18 million in ¢ash paid by BellSouth affiliates for services in' 2001 to

purchase approximately 253,000 shares of Qwest common stock af

the value assigned to the shares under the 2001 Agreement. The 2001
Agreement was cancelled as of Jonuary 16, 2002, having the ‘effect
of eliminating the remaining commitment to purchase services and the
ability to use Qwest common stock to pay for such services. At that time,

BellSouth committed to purchase from Qwest $350 million in services

over four.years payable in cash. In consideration for-terminating the

2001 Agreement, Qwest gave BellSouth a non-cash credit of $71 mil-
lion that will be reflected on the balance sheet as a deposit from
BellSouth. The deposit is expected to offset payments due from BellSouth

os Qwest provides services to BellSouth in the future.

Borrowings, Conmimitments and Other Debt-Related Matters.
Until February 2002, Qwest maintained commercial paper programs o
finance short-term operating cash needs of the bvusiness. As of Decembet;
31, 2001, the'Company had a $4.0 billion syndicated credit
facility’ available to support its commercial paper programs. There
was no balance outstanding on the syndicated credit facility of December
31, 2001. The syndicated credit facility matures on-May 3, 2002. Qwest
could have converted any borrowed amount into a one-year ferm loan
that would be due in May 2003 provided Qwest was not in default under
the credit facility, including complionce with all covenants. The miost
restrictive financial covenant in the syndicated credit facility at December
31, 2001 required the Company to maintain a debt-to-Consolidated
EBITDA rafio of no more than 3.75-0-1. “Consolidated EBITDA” as
defined in the credit facility is o measure of EBITDA that starts with the
Company’s net income and adds back certain items, primorily those of
a non-cash or.a non-operating nature. This syndicated credit facility con-
tains a-provision that would allow acceleration of the full amount due
upon a default in payment obligations aggregating in excess of $100
million Under debt obligations having an aggregate principal amount in
excess of $100 million, including any of the Post-Merger public debt and
Pre-Merger public debt. ‘

As a result of reduced demand for its commercial paper, Qwest bor-

rowed the full omount under this facility in Februory 2002 ond used
most of the proceeds to repay commercial paper. After repaying the
commercial pdper, Qwest had approximately $800 million of proceéds
remaining that the Company expects will be used to pay current matu-
rities under short-ferm notes, long-term borrowings and capital lease
obligéﬁén& At December 31, 2001, .fhe_ Company had approximately
$1.6 billion in short-term notes, long-term borrowings and capital lease
obligations maturing over the next 12 months. As a result, Qwest's
overall borrowings, net of the excess unapplied cash, remained
unchanged at approximately $25.0 billion after applying the proceeds
of the borrowings under the credit facility. In March 2002, Qwest
amended the syndicated credit facility and currently expects to convert
the balance of the facility as of May 3, 2002 into a one-year term loan
that would be due May 2003. As part of the amendment, the Company

(i) increased the moximum debt-to-Consolidoted EBITDA ratio from

3.75-10-1 to 4.25-t0-1 ih_rough the quarter ended September 3_0, 2002,

de_cr.eosing to 4.0-to-1 beginning December 31, 2002, and (ii) agreed

to use a portion of net proceeds from future sales of assets and capital

mél;ket transactions, including the issuance of debt and equity seﬁur}-
ties, to prepay the bank loan until the outstanding foan is $2.0 billion
or less. As o result, Qwest's overall borrowings, net of the excess unap-

plied cash, remained unchanged.

The amount drawn down under the $4 billion syndicated bank facility
was initially distributed between two wholly-owned subsidiaries of
Quwest, Qwest Capital Funding, Inc. ("QCF") and Qwest Corporation,
with $3 billion assigned to QCF and $1 billion assigned to' Qwest
Corporation. -Following the amendment of the syndicated credit facility
ogreement, Qwest paid $608 million of the proceeds from Qwest
Corporation’s March 2002 bond offering discussed below to reduce
the total améunt outstanding dnd, as'permitted under the agreement,
re-distributed the amounts outstanding between QCF and Qwest
Corporaﬁdn. As of March 31, 2002 the syndicated credit fcéiiify had
the total amount outstanding éf $3.39 bilfion assigned to QCF and

nothing dssigned to Qwest Corporation.

In March 2002, the Company paid the full amount necessary to acquire

Call properties subject 1o its synthetic lease agreements and terminated

these agreements. The purchase price of all soch ‘properties was
approximately $255 million.'As a result of the purchase, the loan com-
mitments totaling $382-million were terminated and the Compary is
no longer liable for its residual value guarantees of up 1o $228 million

that were only applicable if the leases expired ot the end of their term.
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In March 2002, Qwest Corporation'issued $1.5 billion in bonds with @
ten-year maturity-and an 8.875% interest rate: Approximately $608 mil-

lion of the net proceeds were used to repay a portion of the Qwest -

Corporation borrowings under the syndicoted credit facility. The remain:
ing proceeds from the sale of the bonds will be used to repay short
term obligations and currently maturing long-term borrowings.. As a
result, ' Qwest’s net debt outstanding, net of excess unapplied.cash,
remained’ substantially unchanged' after applying the proceeds from

the:bond issuance. .

In February and March 2002., the credit ratings for Qwest and QCF:

were lowered one level to BBB by Fitch Ratings (“Fitch”} and Standard
ond Poor's (“S&P") and two levels to Baa3 by Moody’s Investor Sérvice
(“Moody’s”). The ratings for Qwest Corporation were lowered two. lev-
els 1o BBB+ by Fitch, one level 1o BBB by S&P ond two levels to Baa?2
by'Moody's. These ratings are investment grade. The commercial paper:
ratings for Qwest; Qwest ‘Corpord’rion and QCF were also lowered to
F-3, P-3 and A-3 by Fiféh,-Mo’o‘dy’s and S&P, respectively.

Fale e :
During 2002, Qwest repurchased through direct exchange transactions.
approximately $97 million.in face amount-of debt issued by-and guar-
anteed by Qwest. In exchange for the debt,  Qwest issued approxi-

mately 9:9 million shares of its common stock out of treasury.

Contingency Matters, On.i:ebruury 14, 2002, the Minnesota
Department.of Commerce filed o formal complaint ogainst Qwest with
the Minnesota.Public Utilities Commission alleging that Qwest, in con-
travention of federal and state law, failed fo file interconnection agree-
ments with the Minnesota PUC relating to certain of ‘its wholesale
customers, ond thereby allegedly discriminating against other CLECs.
The complaint seeks civil penalties related to such alleged violations
between $50 million and $200 million. This proceeding is at an-early
stage. Other ‘states in the local service aréa are looking into similar

matters and further proceedings may ensue in those states.

On FeBrucry 19 and February 25, 2002, two purported class ‘action
complaints were filed in federal district courtin Colorado against
Qivest, Joseph . Nacchio and Robin R. Szeliga. These complaints pur-
port to be filed on behalf of purchasers of Qwest's publicly traded stock

between April 19, 2000 and February ‘13, .2002. The complaints.

allege, among other things, that during 1hé.élcss period, Qwest and
the individual defendants made material false statements.regarding the
results of opercﬁoﬁs in-viclation: of sections: 10(b) .and -20{a) of :the
Secutities Exchange Act of 1934-(the “Exchange Act”) and that Qwest's
financial results during the class period cnd"statemenis‘ regarding those

results were false and misteading due to-the alleged:failure to disclose
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four transactions between Qwest and KMC Telecom Holdings, Inc.

("KMC"). The cbmplcints seek unspecified compensatory damages

and other relief. On February 27, 2002, lead plaintiffs in the consoli-
dated securities action, which is described in Note 11 to the consolidated
financial statements, moved to consolidate these. complaints with the

consolidated securities action.

On March 13, 2002, a purported class action complaint was filed in
federal district court in Colorado ‘on behalf of purchasers of Qwest’s
publicly traded stock between April 19, 2000 and February 13, 2002:
In addition to the defendants named in the actions filed on February 19,
2002 and: February 25, 2002, this complaint names as defendants
Afshin Mohebbi and Robert S. Woodruff. The complaint alleges gen-
erally the same facts as the two purported class actions filed on Febru-
ary 19 ond 25, 2002, and like those actions, olleges that during the
class period, Qwest and the individual defendants made material false
statements. regarding the results of operations in violation of sections
10(b} and 20(a) of the Exchange Act and that Qwest’s financial results
during the class period and statements regarding those results were
false and misleading: due 1o the alleged failure Yo disclose four trans-
dctions between Qwest and KMC. In addition, the complaint alleges
that Qwest’s financial results were misleading because of the alleged.
failure to disélose unspecified transactions with Calpeint LLC (“Calpoint”}

that were similar in nature fo the transactions alleged involving KMC.

The. complaint also ‘alleges that Messrs. Nacchio and Woodruff and

Ms. ‘Szeliga sold shares of Qwest’s-common stock in violation of sec-
tion 10(b) of the Eschange Act.

In March 2002, lead plaintiffs in the consolidated securities action filed
a motion for leave 1o file o Second Amended Consolidated Complaint

that seeks to: add new claims; extend the putative class period so that

it begins on-April 19,.2000 and ends on February 14, 2002; and odd

Lewis :O: Wilks, o former Qwest officer, and others das defendants. In
March 2002, the defendants filed oppositions to plaintiffs’ motion for
leave to file a Second Amended Consolidated Complaint. The court hds
not ruled on the motion. =

In- March 2002, three putative class-action suits were filed in federal
district court in Colorado on behalf of all participants and beneficiaries
of the Qwest Savings and.Investment Plan (the “Plan”) since March 7,
1999‘, and name as defendants Qwest, Qwest’s directors and the
administrators and directors of the Plan. The suits,-which are brought
under the Employee Retirement Income Security Act (“ERISA”) and seek
restitution and other relief,‘ allege that the defendants breﬁched fiauci-
cry'duiies to the Plan members due to the percentoge of the investment

of the Plan’s assets in Qwest stock and purportedly failing to provide



accurate-information about the Company’s financial condition and the.
risks associated with investing in Qwest's stock. No other action has

taken ploce with respect 1o these suits.

In March 2002, plaintiffs in the derivative lawsuit described in Note 11
served defendants with a first amended derivative complaint. The
amended derivative complaint adds allegations relating to the disclosures

of Qwest's financial results from April 2000 through February 2002.

The Company hds provided. fof certain of the above matters in its
consolidated financial statements. Although*the ultimate resolution of
these claims is uncertain, Qwest does not expect any material adverse

impacts.as a result of the resolution of these matters.

SEC Inquiry. On March 8, 2002, the Company received @ request from
the -Denver regional office of the SEC to voluntarily participate in an
informal inquiry into certain of its accounting practices. The accounting
practices include accounting for contemporaneous fransactions in which
the-Company may have sold an opfical capocily asset to o counter-party
at or obout the same time it acquired capacity from the counter-party,
sales' of equipment to counter-parties from which the Company will
acquire facilities management services and directory, publication rev-

eriues. The Company intends to cooperate fully with the SEC inquiry.

Contemporaneous capacity fransactions: The Compony enters
into transactions with communication service providers under which
they sell optical capacity to these providers. At or about the same time
Quwest entfers into these transactions, the Company may commit to

acquire optical ‘capacity from these customers.

The agreements for the sale of the. capacity are separate legal agree-

ments that are enforceable regardless of performance wnder the pur-’

chase contract. It is the Company’s policy that prior to recognizing
revenue on these sales transactions, the Company. obtains acceptance
of the delivered route from the buyer and generally receives oll or o
significant portion (at least 25%) of the sales proceeds: in cash. The
Company has the ability to retain the cash received regardless of
the buyer’s performance under the purchase contract. As such, the
Company believes these are legally enforceable, cash transactions. In
addition, the Company generally. applies the -more restrictive require-
ment of APB Opinion No: 29 to these confemporaneous transactions.
APB Opinion. No. 29, as affirmed by EITF lssue No. 0102, sets forth
guidance that an exchange of a-product or property held for sale in
the-o‘rdincry»course of business for a productive asset not held for sale
in.the ordinary course of business does not fall within the modifications

to the basic principle of Opinion:29 (even if they are in.the same line

of business) and should be recorded at fair value. Therefore, the

Company recognizes. revenue for the fair value of these optical capac-

. ity osset salés, and records the fair value of the optical capacity assets

acquired in property; plant and equipment.

Beginning with its'IPO:in 1997, Qwest has consistently disclosed that
a substantial portion of its fiber optic network is being constructed for
sale inthe ordinary course of business., Qwest has only recognized rev-
enue for fh‘e exchange of optical capacity held for sale-in the ordinary.
course of business fér optical capacity it will need to provide voice,

data-and video.transportation services in the future.

In-1999, Qwest announced that it was committed to build or acquire
a worldwide network. To implement this. strategy, the Company formed
KPNQwest, a joint venture with KPN;, to build a Pan-European network.
Concurrently, Qwest began acquiring capacity from different entities
to develop its Asian, South -American -and Latin American networks.
Prior to the acquisition of this capacity,-Qwest had no owned or leased
copacity in these markets. The acquisition of the capacity in the cbove
contemporaneous transactions was the implementation of this strategy.
In_total, Qweést acquired approximately $591 million in international
capacity from these telecommunications providers in lieu of construct-
ing similar capacity. The acquired capacity is in various stages of,’\uﬁ-
lization. Certain acquired capacity that has been put into operation and
utilization thus far has ranged.up to or{e-third of the dequired capacity:
Other capacity has not yet been putinto operation because the Com-
pony has not yet received o telecommunications license in the target
markets or because a significant cUstomer base has. not yet developed
in those markets. The.Company intends to put into operation all capac-
ity'acquired in these contemporaneous transactions.. ~

The Company olso purchased $397 million of domestic dork fiber and:
other reloted equipment and services. The acquired -dark fiber routes are
routes that Qwest had not constructed when. designing its own globatl -
fiber optic broadband network and metropolitan area network fiber
rings or routes needed for restoration purposes. At the time the dark:
fiber was acquired, Qwest had formal and informol’ commitments from

various significant customers to carry traffic along those acquired routes.

APB Opinion No. 29 pfovides the accounting for o nonmonetary trans-
action shou(d,noi_»be based on the fair values-of the. assets transferred
unless those fair values. are determinable within reasonable limits. The
guidance in APB- Opinion No: 29 for determining fair value includes
reference.to estimated reclizable values in cash transactions of the
same or similar assets, quoted market prices, independent appraisals,

estimated fair values of assets-or services received. in exchange, and




other available evidence. Further, if one of the parties in a nonmone-
tary transaction could. have elected to receive cash instead of the non-
monetary. asset, the amount of cash that could have been received may

be evidence of the fair value of the nonmonetary assets exchanged.

The Company believes it had an enforceable right to receive cash.for
the sales transaction independent of the purchase transaction and this

is the best evidence of fair value. Regardless, Qwest had entered into

numerous cash transactions for the.same or similar optical capacity in .

2001 and 2000.

Although thé Company believes the accounting criteria used: is consis:
tent'with the accounting criteria specified.for the sale or-exchange of
optical capacity, there is no certainty that the SEC will agree with the
Company’s application of these criteria to specific transactions. The
amount. of revenue and gross margin cottributable to all optical capacity
asset sales in 2001 and 2000 is as follows: {1) revenues of $1.013 bil-
lion, or 5.1% of total revenue, in 2001 and $468 million, or 2.8% of
total revenue, in 2000 and-(2) gross margin of $486 million, which is
6.6% of adjusted EBITDA in 2001, and $232 million, which is 3.4%
of adjusted EBITDA in 2000. On an after-tax basis, the gross margin
of all optical capacity asset sales was approximately $290 million and
$140 million in 2001 and 2000, respectively. These amounts would
be partially offset by the. amounts t‘ho'rvmcy be recognized over the lives
of the agreements if these optical capacity asset sales had instead been

treated as operating leases.

" ‘Equipment sales: The Company is an authorized distributor of, and «

periodically sells, certain telecommunications equipment. ln‘ce‘r’rain of
those transactions, the Company has also contracted to acquire faciii-
ties ‘management services from the purchaser. These services are in
‘markets where the Company did not have owned facilities and its deci-
sion to acquire these services was based upon a buy-versus-build analy-
sis. These services were needed to build out the Company’s Internet
‘platforms and to facilitate its entry into the managed wavelength serv-
ices market. The term of the facilities management agreements are
generally five years.

KMC Telecom Holdings, Inc.: Qwest has sold equipment to KMC,
which is an established CLEC with a diverse customer base. KMC could
have procured the equipment directly from the manufacturers or from
other distributors using various financing alternatives ovailable to them.
At the time of the sales, title to the equipment and substantially all risks

and rewards of ownership (such as technological and economic obsoles-

cence, physical damage and performance risk) related to the equiprﬁenf

passed to KMC. Subsequent to the Merger and: durihg 2001, Qwest
sold equipment to KMC for $148 million:in cash. )

At or about the same times as equipment sales to KMC, Qwest entered
into an unconditional commitment to purchase facilities monagement
services from KMC. KMC is responsible for providing the services
-required under the facilities management agreement in whatever way
it deems appropriate and has the economic risk associated with the cost
of providing those services. Further, KMC must meet the service level
commitments under the facilities management agreement. Conversely,
the agreement does not convey to Qwest the right to use specific assets
‘of KMC nor does it limit KMC’s ability to use any of its equipment or
network to serve its remaining customers. The cost of the facilities man-
agement services was comparable to similar services either acquired

by Qwest from other providers or charged by Qwest to its customers.

" This commitment is included in unconditional purchase obligations dis-

closed in Note 11. Because there was no practical mannér by which
to separate the ferms of the equipment sales and facilities management
services contracts, the profit from the equipmeént sales was deferred: The
deferred profit will be amortized ratably over the terms of the service

agreements of approximately 4-5 years.

Calpoint LLC.: During 2001, Qwest contracted to sell equipment to:
Calpoint in exchange for total cash consideration of approximately
$300 million. At the time of the transaction, Qwest was not an author-
ized distributor of the equipment sold to Calpoint. However, because

of its buying-power, Qwest was able ‘to-obtain a significant discount

from the manufacturer acting on behalf of Calpoint. Because -Qwest

acted as an.agent rather than ‘a principal in this-transaction, the
proceeds received from: Calpoint in excess .of the ‘purchase price of
'the equipment were deferred and no revenues were recognized on the

sales transaction.

Qwest has entered into an unconditional commitment to purchase facil:
ities management services from Calpoint. Calpoint is responsible for .
providing the services required under the facilities management cgree-
ment in whatever way it deems appropriate and has the economic risk
associated with the .cost of providing those services. The. agreement
does not convey to Qwest the right 1o use. specific assets of Calpoint

nor does it limit Calpoint’s ability to use any of its equipment .or net-

-work to serve its remaining customers. This commitment is included in

unconditional purchase obligations disclosed in Note"11.

Although there can be no assurance that the SEC will agree with the
Con';pcny's opplicofior“. of genercll); occeﬁied accounting priﬁdples,
Quwest believes it has d;p}'opricfély repbﬁed and disclosed these trans-
actions with KMC and Calpoint.
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Directory publishing revenues: Effective January 1999, Dex changed its method of recognizing directory publishing revenue to the point of pub-
lication method. Under the point of publication method of accounting, revenues are recognized when the directories are published. The amount
of revenue recognized upon publication of a directory depends on the service life of thot directory. The lives of Qwest’s directories

generally vary between 11 to 13 months.

In 2000, the Company shortened the service life of one of its directories to 11 months, resulting in the directory being published in both January
and December of 2000. This resulted in the Company récording an additional $28 million of revenue in 2000 relating to this directory.

In 2001, the Company extended to 13 months or. shortened to 11 months the service lives of certain of its directories, resulting in 2007 rev-

enues being $42 million higher than if the service lives of the directories had not been extended or shortened.

The Company considers various factors in establishing the timing and length of its directories. These factors include financial considerations, the
cost of printing the directory, timing of the sales-effort or canvas to sell advertising in the directories, expected price increases and the desire of

its customers. .

Although there can be no assurance that the SEC will agree with the Company’s application of generally accepted occounting principles, Qwest

believes it has appropriately reported its directory. revenues.

Note 16: Quarterly Financial Data (Unaudited)

Quarterly Financial Data

~First Sécond . Third Fourth
(Dollars in millions, except per share omounts) Quarter Quarter Quoarter Quarter
2001 ‘ , : .
Revenues ' . : $ 5051 - $ 5,222 % 4,766 ‘ $ 4,656
Gross margin . : 3,255 3,372 . 3,069 2,888
Net income (loss) before extraordinary item and cumulative .
effect of change in accounting principle 19 (3,306) (142) (529)
Net loss . . . (46)D (3,306)@ - (142) . (529)®
Net income (loss) per share (before extraordinary item-and ‘
cumulative effect of change in accounting principle):
Basic S .00 .99 - (0.09) (0.32)
Diluted v 0.01 (199 (0.09) - (0.32)
2000 L :
Revenues - ) . - $ 3,377 $ 3,450 $ 4,765 $ 5,018
Gross margin- . . - 2,512 2,620 - 3,207 - 3,348
Net income (loss) before extraordinary item and cumulative ‘ .- .
effect of change in accounting principle S 404 . (127) (248) (116)
Net income (loss) . . . 404 (121)4 (248)® (116)8
Net income (loss) per share {before extraordinary item and
cumulative effect of change in accounting principle): - . .
Basic - R 0.46 (0.14) . (0.15) : (0.07)
Diluted K o ‘ . 0.45 - {014 (0.15) (0.07)

(1) Includes an’after-tox charge of $128 million for Mergerrelated and other charges.

{2) Includes a charge of $3.048 billion for an other than temporary decline in the value of KPNQuwest, and an ofter-tax charge of $254 million for Merger-relcted ond other charges.
(3} Includes on after-tox charge for restructuring of $459 million. :

(4} Includes an after-tax charge of $178 million for Mergerrelated and other chorges and an after-tax charge of $390 million decline in the market value of financial instruments.

(5) Includes an after-tox charge of $628 bilfion for Merger+elated and other charges.

(6} Includes an ofter-tox charge of $254 million for Merger<eloted and other charges and an affer-tax charge of $126 million decline in the market value of financial instruments.

F-82




Market for Registrant’s Common Equity and Related Stockholder Matters

The United States market for trading in Qwest common stock is the New York Stock Exchange. As of March 22, 2002, the Company’s common
stock was held by approximately 438,000 stockholders of record.

Market Price

Per Share Market and Dividend Data High Low Dividends(?)
2001 ,

First quarter | , $ 47.5000 $ 33.2500 $ —
Second quarter . 40.9000 29.8200 0.0500
Third quarter ' 31.1500 16.5000 —
Fourth quarter ’ 18.9000 11.5100 —
2000

First quarter $ 64.0000 $ 37.0000 3 —
Second quarter , 54,2500 ©39.5000 —
Third quarter 57.8750 43.5000 —
Fourth quarter 51.4375 32.3750 —

{1) U S WEST paid o dividend of $0.54 per share in 2000. Qwest paid o cash dividend of $0.05 per share on its common stock in 2001. The Company has made no decision with respect
to the payment of any cash dividends on its common stock in 2002.
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